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Gary L. Frazier 


From the Incoming Editor 


am honored to be serving as editor of the Journal of Mar- 

keting (JM) 1 thank prior editors, editorial review board 

(ERB) members, ad hoc reviewers, and authors for their 
contributions in making JM a premier scholarly journal 
Authors from all over the world are increasingly submitting 
their manuscripts to JM because of its large and diverse 
readership, impact, and status in marketing and related dis- 
ciplines I give special thanks to Ajay Kohli for his efforts 
as immediate past editor His confidence ın naming me a 
coeditor during his term and his guidance ın helping me 
grasp what it takes to be an outstanding editor will always 
be greatly appreciated 

My overarching goals as editor of JM are to publish 
articles that (1) advance the science and practice of market- 
ing and (2) serve as a bridge between the scholarly and the 
practical Accordingly, I am committed to publishing a 
diverse array of articles centering on any topic of relevance 
to our discipline utilizing any method In particular, articles 
that provide novel insights based on a rigorous theoretical 
and methodological approach with broad appeal to both 
academucians and practitioners will be highly valued during 
my editorship My job 1s to ensure that knowledge develop- 
ment in the marketing discipline 1s significantly advanced 
through articles published in JM 
In reaching for these overarching editorial goals, I am 

focusing my efforts in achieving five specific objectives 
My first objective 1s to ensure strong content ın articles 
published in JM through effective management of the 
review process For the first tume, an area editor (AE) struc- 
ture has been implemented at JM I have named the follow- 
ing 21 highly regarded marketing scholars as AEs 


Kusum Arılavvadı, Dartmouth College 
Alexander Chernev, Northwestern University 
Peter Danaher, Monash University 

Inge Geyskens, Tilburg University 

Rajdeep Grewal, Penn State University 
Christian Homburg, University of Mannheim 
John Hulland, University of Georgia 

Jeff Inman, University of Pittsburgh 

Barbara Kahn, University of Pennsylvania 
Robert Kozinets, York University 

V Kumar, Georgia State University 

Robert Leone, Texas Christian University 
Leigh McAlister, University of Texas at Austin 
Chris Moorman, Duke University 

Stephen Nowlis, Washington University 

Joe Nunes, University of Southern California 
Robert Palmatier, University of Washington 
Connie Pechmann, University of California, Irvine 
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Aric Rindfleisch, University of Wisconsin—Madison 
Sanjay Sood, University of California, Los Angeles 
Jan-Benedict Steenkamp, University of North Carolina 


Furthermore, I have assembled a stellar ERB of 130 mem- 
bers from around the world Roughly one-third of ERB 
members are new, having demonstrated their reviewing 
capability ın the past as ad hoc reviewers The ERB is for- 
mally recognized on the American Marketing Association 
website beginning July 1 and will be listed 1n each issue of 
JM beginning January 2012 Finally, I am relying on the 
efforts of several hundred ad hoc reviewers, who are vital to 
the review process at JM 

For each paper sent out for review, I assign an AE and a 
combination of three ERB members and ad hoc reviewers 
The AE's responsibility 1s to integrate reviewer comments, 
outline major areas of weakness, suggest ways to improve 
the paper, and provide an overall recommendation on the 
paper to me I make the final editorial decision on each 
paper Utilizing the expertise of AEs 1n specific content and 
method areas of our discipline leads to enhanced editorial 
decisions and truly meaningful guidance to authors on how 
the content of their papers can be improved (e g , clarifying 
incremental contributions relative to extant research, pro- 
viding more precise conceptual definitions of constructs, 
making theoretical arguments 1n a more convincing manner, 
enhancing the validity of experiments, strengthening opera- 
tional measures) Of course, an effective review process 
rests on the dedicated efforts of ERB members and ad hoc 
reviewers for high-quality reviews 

My second objective 1s to publish more theory articles 
in JM High-quality articles that develop new theories and 
concepts are important to the intellectual vibrancy of any 
academic discipline I am especially interested 1n the devel- 
opment of “organic marketing theories," ın which market- 
ing scholars construct new theories about marketing phe- 
nomena rather than merely apply established theories 
developed in the so-called basic disciplines to the market- 
ing domain Marketing 1s much more than an applied field, 
in that we focus on problems and constructs in unique 
ways İ want to publish theory articles that reflect this view- 
point Review papers and qualitative or ethnographic papers 
are encouraged as long as they develop new concepts and/ 
or theoretical propositions 

For the first tıme, we have created a theory development 
editor (TDE) structure at JM I have named Ajay Kohli, 
Georgia Institute of Technology, and Debbie MacInnis, 
University of Southern California, as TDEs When I receive 
theory papers with promise but 1n need of additional refine- 
ment before being sent out for review, I offer authors the 
option of having a TDE review them In such cases, the 
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TDE reviews the paper and provides detailed feedback to 
the authors on how it can be improved Authors have the 
opportunity to significantly revise their papers according to 
this feedback before submitting them back to JM This 
process will enhance the likelihood of theory articles being 
published in JM and also send clear signals to marketing 
faculty and practitioners about the importance of theory 
articles 

My third objective 1s to increase the diversity of authors 
publishing articles in JM I want talented authors from all 
over the world to submit their papers to JM I especially 
encourage emerging scholars to consider the value of pub- 
lishing their articles in this journal. In my experience, assis- 
tant professors often submıt to more specialized journals, 
waiting to send papers to JM until later 1n their professional 
careers Such a publishing strategy 1s unnecessary If the 
research addresses an important problem and offers novel 
and valid insights, I want it to be published in JM Important 
managerial implications will be apparent in such papers 

My fourth objective 1s to ensure that every author 
believes the review process at JM 1s fair and beneficial 
When I desk-reject a paper, I write a decision letter to the 
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authors explaining why When I send a paper out for review, 
I ask for constructive reviews from the AE and the review- 
ers After receiving input from the review team, I write the 
letter to the authors explaining the basis for the editorial 
decision Regardless of that decision, I want the process to 
provide guidance to authors on how they can improve their 
papers If authors see fairness in the review process and its 
value, they are more likely to submit their research to JM in 
the future I intend for collegiality and respect for authors’ 
dignity to characterize the review process at JM 

My fifth and final objective 1s to make JM more acces- 
sible to practitioners I work with authors to make the titles 
of their papers both descriptive and captivating Moreover, I 
work with authors to ensure the abstracts and discussion 
sections of their papers focus on novel theoretical, substan- 
tive, and managerial insights from the research, written in 
clear and understandable terms 

In conclusion, I am excited to be editor of JM The job 1s 
truly demanding, but I am ready for the challenge It 1s a dis- 
tinct privilege to be 1nvolved 1n fostering knowledge devel- 
opment 1n marketing along with all the AEs, ERB members, 
ad hoc reviewers, and authors that make this possible 


GARY L FRAZIER 
Editor-Elect 


Timothy B. Heath, Devon DelVecchio, & Michael S. McCarthy 


The Asymmetric Effects of Extending 
Brands to Lower and Higher Quality 


Managers often extend brands to different quality levels (e g , Charmin’s lower-quality Charmin Basic), which may 
Increase sales but risks diluting brand image This study examines such line extensions by testing middle-quality 
brands (eg, Giovanni's pasta sauce [fictitious], Foster's beer [real]) that offer higher-quality (e g , Giovannı's 
Magnifico) or lower-quality line extensions (e g , Foster’s Grog) A robust asymmetry emerges ın which higher- 
quality extensions improve brand evaluation far more than lower-quality extensions damage it The asymmetry 
prevails across various perceptual and evaluative dimensions, multiple product classes, numerous fictitious and 
real brands that differ on various dimensions (familiarity, liking, personality, and prestige), and consumer regulatory 
focus Group and individual-level tests show that the standard asymmetry is the modal pattern (though not 
universal) and that it is associated with two primary underlying processes (1) opponent processes produced by 
lower-quality extensions whose negative quality-association effects are tempered by positive variety effects (in 
general, consumers prefer broader product lines) and (2) best-of-brand processing, in which consumers consider 


higher-quality extensions more relevant to brand evaluation than lower-quality extensions 


Keywords brands, brand management, line extensions, product lines, brand evaluations 


tally within the same price/quality level (e g , Ragu’s 

many flavors of pasta sauce) and vertically across 
different price/quality levels (e g , Toyota’s higher-quality 
Avalon, Draganska and Jain 2005) Such line extensions 
increase brand visibility, appeal to diverse consumer tastes, 
and thus help brands outsell existing competitors while dis- 
couraging new ones (Quelch and Kenny 1994), though they 
also risk diluting the brand's reputation Vertical line exten- 
sions to lower-quality are especially dangerous because 
they threaten to taint the brand's otherwise higher-quality 
image (e g , Janıszewskı and Van Osselaer 2000) However, 
despite such threats, line extensions to lower quality have 
become popular as higher-quality brands try to attract value 
shoppers for 1tems ranging from the everyday (e g , Bounty 
Basic paper towels, Levi Strauss Signature jeans) to the 
prestigious (e g , Marc by Marc Jacobs designer clothing, 
BMW 1-Series automobiles) Nonetheless, theory and 
research on vertical line extensions 1s sparse and has pro- 
duced inconsistent results Therefore, the current study 
reviews and develops theory on vertical line extensions and 
then tests that theory by documenting various positive and 
negative consumer responses to such extensions and their 
net effect on overall brand evaluation 


Caves commonly extend product lines horizon- 


Timothy B Heath is Professor and Chair, Communication and Manage- 
ment, Department of Marketing, ESSEC Business School (e-mail 
heath@essec edu) Devon DelVecchio (e-mail delvecds@muohio edu) 
and Michael S McCarthy (e-mail mccartms 6 muohto edu) are Associate 
Professors, Department of Marketing, Miami University A portion of this 
research was conducted while the first author was at Miami University, 
where it was supported by a summer research grant The authors thank 
Carlos Torelli, Jim Stearns, Sanjay Puligadda, Subimal Chatterjee, Linda 
Coley, and Ayse Onculer for their many helpful comments 
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Although line extensions signal brand success and tar- 
get diverse market segments, so too do they risk diluting 
brand image (Dacin and Smith 1992, Kapferer 2004) 
Potential negative 1mage effects are epitomized by brand 
extensions to different but ill-fitting product categories 
(eg, Cheetos lip balm) in which they can dilute brand 
image, damage evaluations of the new product, and even 
harm evaluations of the brand 1n its original category 
(Aaker and Keller 1990, Ahluwalia 2008, Balanchander and 
Ghose 2003, Del Vecchio and Smith 2005, John, Loken, and 
Joiner 1998, Milberg, Park, and McCarthy 1997, Zimmer 
and Bhat 2004, see Loken, Joiner, and Houston 2010) Not 
surprisingly, therefore, research on line extensions in exist- 
ing product categories reveals varied effects Empirical 
models indicate that broader product lines are often associ- 
ated with more profit (e g , Kekre, Sunder, and Srinivasan 
1990), whereas behavioral studies report positive consumer 
responses to horizontal line extensions (e g , Berger, Dra- 
ganska, and Simonson 2007) but mixed responses to verti- 
cal line extensions (e g , Kirmani, Sood, and Bridges 1999) 

We report three studies (in addition to a follow-up to 
Study 1) that assess vertical line extensions 1n greater depth 
by studying consumer responses to middle-quality brands 
that offer lower- or higher-quality extensions Across varı- 
ous brands, product classes, and prospective moderators, a 
robust asymmetry emerges Higher-quality line extensions 
improve overall brand perception and evaluation more than 
lower-quality extensions damage them, and the latter often 
have no effect 

Because this ıs the first known demonstration of lıne- 
extension asymmetries, we hope to lay as solid a foundation 
for their study as possible by exploring various potential 
explanations Two such accounts stand out both theoreti- 
cally and empirically (1) Lower-quality extensions produce 
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opponent processes ın which any negative effects of associ- 
ating the brand with lower quality are tempered by positive 
effects of offering more brand versions (because consumers 
often prefer broader product lines), and (2) consumers con- 
sider higher-quality line extensions more relevant to brand 
evaluation than lower-quality extensions 


Prior Extension Research 


The considerable research on brand extensions to new prod- 
uct categories has sometimes included extensions to differ- 
ent quality levels, though the results are inconsistent 
Ahluwalia and Gurhan-Canlı (2000) report a pattern across 
extension fit and information accessibility conditions that 
might be expected a priori Higher-quality brand extensions 
have neutral to positive effects on brand evaluation, 
whereas lower-quality extensions have neutral to negative 
effects Loken and John (1993) similarly find that lower- 
quality extensions reduced brand evaluation regardless of 
brand fit with the new category In contrast, Romeo (1991) 
reports that lower-quality extensions did not alter brand 
evaluation in high fit and even improved ıt ın low fit, and 
Zimmer and Bhat (2004) report neutral to positive effects 
across brand extensions of varying quality levels and fit 
Finally, Keller and Aaker (1992) find that both unsuccessful 
and successful intervening (earlier) extensions (which may 
correspond to lower- and higher-quality extensions) 
improved brand evaluation relative to proposed-extension- 
only control conditions Thus, higher-quality brand exten- 
sions have tended to produce neutral to positive responses, 
whereas lower-quality brand extensions have produced 
responses ranging from negative to positive 

The more scant research on line extensions in existing 
product categories eliminates effects of brand fit with new 
product categories but also finds inconsistent results, ın 
which generally, horizontal (same quality) line extensions 
seem to help (Berger, Draganska, and Simonson 2007, Dra- 
ganska and Jain 2005, Kadıyalı, Vilcassim, and Chintagunta 
1999, Kekre and Srinivasan 1990, Reddy, Holak, and Bhat 
1994, Robinson and Fornell 1985) For example, Berger, 
Draganska, and Simonson (2007) report that more flavors 
of chocolate improved perceived brand expertise and choice 
and even perceived taste 

In contrast, vertical line extensions have produced 
mixed results the few times they have been studied Ran- 
dall, Ulrich, and Reibstein (1998) find that a bicycle brand’s 
quality levels were sometimes correlated with a price-based 
brand-equity proxy but that the number of product versions 
within a product line was negatively correlated with that 
proxy Lei, De Ruyter, and Wetzels (2008) report one small 
test of overall brand evaluation in which a higher-quality 
extension 1mproved brand evaluation, whereas a lower- 
quality extension reduced 1t. Kirmani, Sood, and Bridges's 
(1999) pioneering line-extension tests of nonowners versus 
owners of two automobile brands indicate ownership 
effects but also some irregularities across ownership, brand, 
and extension price Compared with when the brand offered 
a lower-priced extension, higher-priced extensions led (1) 
BMW owners to rate BMW higher, (2) BMW nonowners to 
rate BMW lower, (3) Acura owners to rate Acura the same, 
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and (4) Acura nonowners to rate Acura higher As the 
authors note, although differential prestige may have con- 
tributed to cross-brand differences, Acura, not just BMW, 
may have enjoyed some prestige 

In summary, research has concluded that the effects of 
horizontal lie extensions have been positive whereas those 
of vertical line extensions have varied, variance that may 
have arisen from methodological differences 1n addition to 
affordability effects Randall, Ulrich, and Reibstein (1998) 
use a proxy (not actual) brand equity measure that was 
tested with correlational methods within cross-sectional 
data such that causal direction is not clear (eg , brands 
lower 1n brand equity may have expanded their lines as a 
potential remedy) Moreover, Kirmani, Sood, and Bridges 
(1999) (1) do not include the no-extension control groups 
necessary to determine whether extension effects were pro- 
duced by the higher-priced extensions, lower-priced exten- 
sions, or both, and (2) 1n the tests of overall brand evalua- 
tion relevant to the current study, they assess only two 
automobile brands at different price points that risked 
unwanted affordability effects (e g , non-BMW owners may 
have responded negatively to BMW’s higher-priced exten- 
sion because they considered it financially unreachable) 
Furthermore, across the various studies, researchers 
assessed different ranges of line-extension price/quality 
points Therefore, we test the effects of vertical line exten- 
sions using real and fictitious middle-quality brands that are 
in general affordable and offer higher- or lower-quality line 
extensions whose price/quality distance from the orginal 
brand is controlled 


Theory 


Three broad psychological processes are likely contributors 
to vertical line-extension effects on overall brand evalua- 
tion quality associations, variety effects, and perceived 
extension relevance to brand evaluation First, offering 
higher-quality extensions associates the brand with better 
products and should thus improve overall brand evaluation, 
whereas lower-quality extensions should do the opposite 
(see Aaker 1996, Gurhan-Canli and Maheswaran 1998, 
Loken and John 1993) For example, Janiszewski and van 
Osselaer (2000) report that brand evaluation 1s positively 
correlated with the average quality offered across a brand’s 
various options 

Second, because offering greater variety at the same 
quality level has positive effects (variety effects, Berger, 
Draganska, and Simonson 2007), offering greater variety at 
other quality levels is likely to do so as well Young & 
Rubicam recently updated its Brand Asset Evaluator to 
include a new, fifth pillar of brand equity dubbed “brand 
energy " Brand energy consists of brand innovativeness and 
dynamism, 1n which perceived 1nnovativeness 1s driven by 
“new product introductions, line extensions, new inven- 
tions, and breakthroughs” (Mızık and Jacobson, 2008, p 
17) In a study of 275 major brands, only two Brand Asset 
Valuator pillars, one of which was brand energy, explained 
variance 1n stock returns beyond that explained by standard 
accounting measures 


Thus, higher-quality extensions should produce positive 
quality-association and positive variety effects that jointly 
improve brand evaluation, whereas lower-quality exten- 
sions should produce offsetting negative quality-association 
and positive variety effects (opponent processes) that yield 
more neutral effects Opponent processes then predict a 
line-extension asymmetry in which higher-quality exten- 
sions help brands more than lower-quality extensions hurt 

Third, higher-quality extensions may be more relevant 
to brand evaluation than lower-quality extensions because 
the brand’s highest-quality version signals brand capability 
or expertise, (1e , the ability to produce high-quality prod- 
ucts and services) Such best-of-brand processing also pre- 
dicts an asymmetry favoring higher-quality extensions By 
increasing the brand’s highest quality level, higher-quality 
extensions signal greater brand expertise and should there- 
fore improve brand evaluation In contrast, by leaving the 
brand’s highest quality level unchanged, lower-quality 
extensions signal no change ın brand expertise (merely the 
choice not to exercise that expertise in the extension) and 
should therefore affect brand evaluation less 

The studies we report consistently indicate the predicted 
asymmetry ın which higher-quality extensions improve 
brand perception and evaluation more than lower-quality 
extensions damage them, where process results evidence 
both opponent processes and best-of-brand processing 
Study 1’s tests of fictitious brands find the predicted asym- 
metry and support opponent processes Lower-quality line 
extensions damage brand prestige but improve perceived 
brand innovativeness Study 1’s follow-up study and Study 
2 replicate and extend these findings to actual brands, and 
Study 2 also tests three additional factors (1) perceived 
relevance of lower- and higher-quality extensions, (2) brand 
personality rıchness, and (3) consumer regulatory focus 
The asymmetry proves robust, transcending both brand per- 
sonality and consumer regulatory focus, and consumers 
consider higher-quality line extensions positive and ımpor- 
tant to brand evaluation but lower-quality extensions neu- 
tral and somewhat irrelevant Study 3 extends the between- 
subjects methods of Studies 1 and 2 to a within-subject test 
that assesses asymmetries with (1) direct measures of oppo- 
nent processes and (2) more symbolic brands—those that 
may suffer more from lower-quality extensions The results 
indicate that lower-quality extensions produce opposing 
quality-association and variety effects among some con- 
sumers, but among others, best-of-brand processing pre- 
vails, in which lower-quality extensions are largely irrele- 
vant Study 3 also replicates the line-extension asymmetry 
in the aggregate and reveals that 1t can be the opposition 
within a minority of individual consumers Thus, symbolic 
brands may temper the standard line-extension asymmetry 
but fail to eliminate its modal pattern 


General Methodology 


Four studies (including Study 1’s follow-up study) tested 
ostensibly unknown (fictitious) and/or known middle-quality 
(hereafter, “flagshıp”) brands that, ın experimental condi- 
tions, also offered lower- or higher-quality line extensions 
equidistant from flagship price/quality levels Middle-quality 


brands produced average brand attitudes ın control condi- 
tions (see Ahluwalia and Gurhan-Canli 2000) that thereby 
reduced potential contamination from floor and ceiling 
effects on brand evaluation In pretests, fictitious to-be- 
evaluated brand names were liked moderately, real brands 
were rated average 1n quality, and lower- and higher-quality 
extension names were rated equally negatively and posi- 
tively, respectively 

We enlisted a product-namıng system to emulate market- 
place line-extension perceptions For example, Study 1’s 
fictitious Giovanni’s middle-quality pasta sauce sometimes 
offered the higher-quality Giovanni’s Magnifico and at other 
times the lower-quality Gıovannı's Basiqué This system 
mimics marketplace conventions (eg, Charmin offering 
Charmin Basic, Charmin, and Charmin Ultra) and signals 
that the middle-quality version 1s the flagship version that 
offers variations 1n the form of line extensions that receive 
the flagship’s name in addition to a quality-consistent 
descriptor The view that the middle-quality version 1s the 
flagship brand was fueled further by using real brands (e g , 
Foster’s beer) whose middle-quality versions were long- 
standing, well-known brands and whose additional (fictitious) 
versions were new to consumers Fictitious middle-quality 
brands produced the same patterns as real middle-quality 
flagship brands, ın support of the idea that participants 
viewed fictitious middle-quality brands as flagships 

We used various procedures to stimulate engagement 
and emulate the marketplace First, the studies enlisted 
product classes relevant to the undergraduate and graduate 
students tested (pasta sauces, portable CD players, beers, 
clothing stores, eg , 85% reported regularly purchasing 
pasta sauce) To motivate encounters with the brands, we 
prompted participants to imagine taking a job far from their 
university where they were evaluating local brands within 
that market To emulate the market’s price—quality trade- 
offs while allowing brands to exist at various quality levels, 
we showed participants a table with brand names, prices, 
and average quality ratings from the store’s customers or 
from a local newspaper (e g , 5 of 7 stars) 

Line extensions might affect hundreds of dimensions 
(e g , perceived brand earnestness, intelligence, aggressive- 
ness), but a census of such dimensions 1s impractical All 
studies reported here measured at least four outcome 
dimensions and their effects fundamental to brand evalua- 
tion and image and likely to be influenced by line exten- 
sions attitude toward the overall brand, perceived brand 
expertise, brand prestige, and brand innovativeness (eg, 
Aaker 1997, Broniarczyk and Gershoff 2003, Brown and 
Dacin 1997, Park, Milberg, and Lawson 1991) We assessed 
brand attitude because it 1s the most fundamental 1ndicator 
of brand evaluation, perceived expertise because prior 
research has reported that brand variety can signal expertise 
(Berger, Draganska, and Simonson 2007), perceived prestige 
because it 1s especially sensitive to product quality and thus 
well-suited to detecting any negative quality-association 
effects produced by lower-quality extensions (Mason 1981, 
Park, Jaworski, and MacInnis 1986), and perceived ınnova- 
tiveness because variety should signal the creativity neces- 
sary to generate and market new 1deas (Mizik and Jacobson 
2008, Ouellet 2006) The expertise and 1nnovativeness mea- 
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sures were also important because they offered the promise 
of detecting positive effects of lower-quality extensions, 
thus demonstrating that such extensions can produce oppo- 
nent processes at the level of brand evaluation such as nega- 
tive effects on perceived brand prestige but positive effects 
on perceived brand innovativeness Finally, the expertise 
measure was important because it tested best-of-brand pro- 
cessing's prediction that higher-quality extensions would 
improve perceived brand expertise whereas lower-quality 
extensions would have no effect 


Study 1: Opponent Processes 
Method 


Two-hundred forty-eight juniors and seniors at a large 
US university were randomly assigned to experimental 
conditions A line-extension quality (control plus six experi- 
mental conditions) x product-class (pasta sauce, portable 
CD players) x target-name (two names counterbalanced per 
product class) between-subjects design tested the effects of 
five brand-quality levels (e g , 3—7 stars 1n pasta sauce) 
Flagship brands were Giovanni’s and Formaggio's in pasta 
sauce and Acoustix and Earshot 1n CD players In addition 
to the flagshup product offered at, for example, 5 of 7 qual- 
ity stars 1n control conditions, the six experimental condi- 
tions added (1) a line extension one level up (one more star) 
in quality (Up-1, e g , Giovanni's Tuscano), (2) a line exten- 
sion two levels up in quality (Up-2, e g , Giovanni’s Mag- 
nifico), (3) extensions at both one and two levels up (Up-1, 
2), (4) an extension one level down 1n quality (Down-1, 
eg, Giovanni’s Naturalé), (5) an extension two levels 
down in quality (Down-2, Giovanni’s Basiqué), and (6) 
extensions at both one and two levels down (Down-1, 2) 
Participants 1magined taking a position in Bath, England, 
where they were shopping and encountering brands summa- 
rized by a table To standardize frames of reference across 
participants, they rated the target brand relative to a com- 
parator brand at the same price/quality level through ques- 
tions of the following form “Please compare your impres- 
sions of the Formaggio's and Giovanni's brands of pasta 
sauce on the following dimensions and circle the boxes that 


best reflect your views Ability to Make a Good Pasta Sauce 
(Formaggio's ıs Much Better than Giovanni’s, Formaggio's 
ıs Somewhat Better than Gıovannı's, etc ), Creativity (scale 
levels), I Like (scale levels) " Twelve such seven-point 
items measured four constructs brand attitude (liking, 
favorableness, and brand strength, standardized o = 85), 
prestige (prestige, sophistication, and elegance, standard- 
ized o, = 87), expertise (expertise, ability, and competence, 
standardized o, = 83), and innovativeness (innovativeness, 
creativity, and 1maginativeness, standardized & = 81) 


Results 


We subjected composite measures (means) of the four out- 
come dimensions to line-extension by product-class by target- 
name analyses of variance (ANOVAs, see Table 1 and Fig- 
ure 1) For each measure, we used a general ANOVA to test 
the main effect of line extension and any interactions Then, 
we ran an “asymmetry” ANOVA on only the experimental 
conditions, ın which we transformed the dependent variable 
as follows the rating minus the corresponding control con- 
dition mean for participants in higher-quality-extension 
conditions, and the control condition mean minus the rating 
for participants 1n lower-quality-extension conditions. Thus, 
the asymmetry ANOVAs compared the amount of ımprove- 
ment produced by higher-quality extensions with the amount 
of damage produced by lower-quality extensions. Although 
asymmetries could be tested for each quality-condition paır- 
ing (e g, Up-1 vs Down-1, Up-2 vs Down-2), reporting 
three separate analyses for each construct produces tedious 
and redundant results Therefore, we report only those com- 
paring all higher-quality-extension with all lower-quality- 
extension conditions 


Differential effects on brand attitudes and perceptions 
Line-extension quality altered brand attitudes (F(6, 220) = 
4] 50, p « 001) and perceived brand expertise (F(6, 220) = 
39 42, p « 001), prestige (F(6, 220) = 64 65, p < 001), and 
innovativeness (F(6, 220) = 15 60, p < 001) Figure 1’s 
darker gray bars show tbat higher-quality extensions consis- 
tently improved brand evaluation and perception across all 
four measures However, consistent with the predicted line- 
extension asymmetry, Figure 1”s lighter gray bars show that 


TABLE 1 
Study 1 Brand Ratings 








Brand Quality Conditions 





Dimension Down-1, 2 Down-2 Down-1 Control Up-1 Up-2 Up-1, 2 
Pasta Sauce 
Brand attitude 373 (17) 4 06 (17) 4 04 (19) 4 43 (18) 5 17 (20) 5 44 (18) 5 78 (17) 
Brand prestige 3 65 (17) 3 55 (17) 3 56 (19) 4 50 (18) 5 35 (20) 5 52 (18) 6 00 (17) 
Brand expertise 4 06 (17) 3 98 (17) 3 88 (19) 4 28 (18) 5 10 (20) 5 17 (18) 5 78 (17) 
Brand innovativeness 5 18 (17) 4 78 (17) 4 54 (19) 400 (18) 4 85 (20) 4 68 (18) 5 96 (17) 
CD Players 
Brand attitude 3 87 (18) 3 79 (16) 3 62 (16) 4 06 (17) 5 22 (18) 5 88 (20) 5 88 (17) 
Brand prestige 3 17 (18) 3 56 (16) 3 51 (16) 400 (17) 5 15 (18) 577 (20) 6 02 (17) 
Brand expertise 3 72 (18) 3 87 (16) 3 67 (16) 4 10 (17) 4 94 (18) 5 50 (20) 5 78 (17) 
Brand innovativeness 4 50 (18) 4 27 (16) 3 85 (16) 4 16 (17) 4 85 (18) 5 50 (20) 5 43 (17) 


— NM E cR, elu ee Ne NNNM. Seit AN 
Notes All ratings are on seven-point scales (n's in parentheses) Control = single flagship brand, Down-1 = flagship plus extension one level 
down ın quality, Down-2 = flagship plus extension down two levels in quality, and so on 
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FIGURE 1 
Study 1: Asymmetric Effects of Lower-Quality and Higher-Quality Extensions Where the Former 
Produces Opponent Processes 
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Notes * = significant difference from control (p < 003, Dunnett's tests) Target brands in control conditions offered a single middle-quality prod- 
uct, whereas target brands in experimental conditions offered that same product plus the following line extensions Down-1 = line exten- 
sion one step down in quality, Down-2 = line extension two steps down in quality, Down-1,2 = both lower-quality extensions, Up-1 = line 
extension one step up in quality, Up-2 = line extension two steps up in quality, and Up-1,2 = both higher-quality extensions 


lower-quality extensions failed to consistently produce cor- 
respondingly negative effects In Figure 1’s top two panels, 
lower-quality extensions failed to significantly alter brand 
attitudes or perceived brand expertise However, comparing 
lighter gray bars across Figure 1’s bottom two panels shows 
that lower-quality extensions reduced brand prestige but 
increased perceived brand innovativeness, opponent pro- 


cesses that might account for the null effect of lower-quality 
extensions on brand attitudes (tested subsequently) 
Asymmetry ANOVAs showed that effects on all four 
measures were asymmetric across higher- and lower-quality 
extensions Two examples illustrate the general pattern 
First, higher-quality extensions improved brand attitudes 
more than lower-quality extensions damaged them (Ms = 
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132 vs 38, F(1, 205) = 62 24, p < 001) Second, although 
lower-quality extensions improved perceived innovative- 
ness, they did so significantly less than higher-quality 
extensions (Ms = 1 13 vs 46, F(1, 205) = 28 55, p < 001) 


Mediation tests To test for mediation of the line-extension 
asymmetry in brand attitudes, we added perceived brand 
prestige, expertise, and innovativeness (differences from 
control) to the asymmetry models, with all three potential 
mediators correlated with brand attitudes (r(212)s = 65, 
72, and 63, respectively, ps < 001) Neither perceived 
brand prestige nor expertise could have mediated the asym- 
metry (eg , with expertise controls, least-square-adjusted 
brand-attıtude Mas = 103 and 69, asymmetry F(1, 204) = 
10 86, p = 001), though perceived brand innovativeness 
could have Adding perceived innovativeness to the model 
produced a significant effect that reduced the asymmetric 
effects on brand attitude to nonsignificance (F(1, 204) = 
107, p = 30) Lower-quality extensions damaged brand 
attitudes (Ma = 79) nearly as much as higher-quality exten- 
sions improved them (MA = 93) 

To highlight the nature of the underlying opponent pro- 
cesses, we added perceived innovativeness to an overall 
model that included control conditions and collapsed the 
model across higher- and lower-quality extensions to sim- 
phfy Relative to control (MA = 4 59), higher-quality exten- 
sions continued to improve brand attitudes (MA = 5 33, p < 
001), but instead of lower-quality extensions having no 
effect on brand attitudes, as was the case originally (Figure 
1), they reduced brand attitudes significantly (MA = 3 98, p < 
001) This pattern suggests that lower-quality extensions 
onginally produced negative quality-association effects on 
brand attitudes but that these effects were masked by counter- 
vailing positive effects on perceived brand innovativeness It 
seems that opponent processes produced null brand-attitude 
effects and the line-extension asymmetry, both of which dis- 
appear when controlling for the lower-quality extensions’ 
positive effect on perceived brand innovativeness 


Discussion 


Study 1 finds a line-extension asymmetry 1n which higher- 
quality extensions improve brand attitudes and perceived 
brand prestige, expertise, and innovativeness more than 
lower-quality extensions damage them The finding that 
lower-quality extensions failed to damage brand attitudes or 
perceived brand expertise 1s telling given that offering two 
lower-quality extensions reduced average brand quality 
substantially The results support the best-of-brand process- 
ing hypothesis that higher-quality, but not lower-quality, 
extensions signal changes 1n brand capability 1n that higher- 
quality extensions improved perceived brand expertise 
whereas lower-quality extensions had no effect 

Study 1 supports opponent processes as well Lower- 
quality line extensions reduced perceived brand prestige, 
consistent with negative quality-association effects 
(Janıszewskı and Van Osselaer 2000), but increased per- 
ceived brand innovativeness, consistent with positive varı- 
ety effects (Berger, Draganska, and Simonson 2007) More- 
over, controlling for perceived brand innovativeness 
eliminated the line-extension asymmetry on brand attitudes 
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in addition to the neutral effects of lower-quality extensions 
(making them negative instead) Thus, higher-quality line 
extensions improved brand perception and evaluation, 
whereas lower-quality extensions had both negative and 
positive effects 

A scaling artifact may have contributed to the asymme- 
tries Because the middle-quality brand offered quality just 
above average (e g , 5 of 7 quality stars), the highest-quality 
extension offered the scale’s highest quality possible (e g ,7 
of 7 stars), whereas the lowest-quality extension offered 
quality just below average (e g , 3 of 7 stars) Thus, greater 
scale extremeness may have produced stronger positive 
responses to the higher-quality extensions than negative 
responses to the lower-quality extensions Therefore, we 
conducted a large follow-up study to test this possibility, 
one that also tested whether the line-extension asymmetry 
generalizes to different product classes and real brands, and 
whether the asymmetry 1s blunted by brands that are more 
familiar or better liked 

The follow-up study mimicked Study 1’s general format 
but with (1) only one extension level down or up 1n quahty 
while testing, (2) fictitious versus real brands of restaurants 
(Metro [fictitious] and Ruby Tuesday [real]) and beers 
(Metro [fictitious] and Foster’s [real]), and (3) the potential 
moderating effects of a priori brand familiarity and brand 
liking Pretests indicated that the real brands were well 
known and perceived at middle quality In the experiment, 
218 US juniors and seniors imagined taking a Job ın a U S 
city far from their university We controlled scale extreme- 
ness by having the flagship offer a single version at 4 of 7 
stars in the control conditions and adding a higher-quality 
extension at 6 stars or a Jower-quality extension at 2 stars 1n 
experimental conditions Foster’s Grog or Ruby Tuesday’s 
Corner Diner at 2 stars or Foster’s Select or Ruby Tuesday’s 
Private Kitchen at 6 stars At the outset, participants used 
seven-point scales to indicate their familiarity with, and lik- 
ing of, 14 brands across four product classes, which 
included the target brand 

Regardless of brand, product class, brand familiarity, and 
brand liking, asymmetries again emerged on all four outcome 
dimensions (The asymmetry was smaller but still signifi- 
cant for real brands ) Higher-quality extensions improved 
brand attitude and prestige as well as perceptions of brand 
expertise and innovativeness, whereas lower-quality exten- 
sions did not significantly alter any of these Unlike Study 
1, lower-quality extensions did not reduce brand prestige or 
increase perceived brand ınnovatıveness (details available 
from the authors) 

The follow-up study’s replication of Study 1’s asym- 
metric line-extension effects indicates that Study 1’s asym- 
metries were not the result of a scaling artifact Moreover, 
the results showed that the asymmetry generalizes to differ- 
ent product classes and to real brands with which con- 
sumers are familiar However, the finding that opposing 
negative prestige and positive innovativeness effects of 
lower-quality extensions did not emerge as in Study 1 
implicates other potential processes One such process 1s 
best-of-brand processing, with its limited perceived rele- 
vance of lower-quality extensions, a process we tested more 
directly ın Study 2 


Study 2: Line-Extension Relevance 


Across four product classes and both real and fictitious 
brands, Study 1 and its follow-up indicate that higher-quality 
line extensions improve brand perception and evaluation 
more than lower-quality extensions damage them Study 2 
extends these demonstrations with tests of perceived exten- 
sion valence and relevance Both opponent processes and 
best-of-brand processing predict that consumers will view 
higher-quality line extensions as positive but lower-quality 
extensions as more neutral Best-of-brand processing fur- 
ther predicts that consumers will view lower-quality (but 
not higher-quality) extensions as largely irrelevant to brand 
evaluation In addition to its implications for theory, tests of 
line-extension relevance are important for practitioners If 
consumers consider lower-quality extensions as largely 
irrelevant to brand evaluation, such extensions may pose lit- 
tle threat of brand dilution, which 1n turn may increase 
managerial appeal However, 1f opponent processes arise, 
managers may consider their negative effects too great a 
threat 

We also designed Study 2 to rule out two other potential 
sources of line-extension asymmetries Furst, consumers 
have dual tendencies to treat brands as people (Aggarwal 
and McGill 2007, Fournier 1998) and to exhibit positivity 
biases toward people (for a review, see Sears 1983) Such 
tendencies suggest that brands with human images (e g , fun, 
exciting, personable) exaggerate line-extension asymmetries 
Therefore, Study 2 tests brands with austere versus person- 
able 1mages Because these images fail to have an effect, 
the results suggest further generalizability of the asymmetry 
and indicate that brand personableness 1s not a contributor 

Second, Study 2 tests regulatory focus (Higgins et al 
2001), which previous research has found to moderate con- 
sumer sensitivity to some brand strategies (Wan, Hong, and 
Sternthal 2009, Yeo and Park 2006) Because a prevention 
focus exaggerates reactions to negative stimuli, consumers 
high in prevention focus may react especially negatively to 
lower-quality extensions and thus fail to exhibit the asym- 
metry (Shine, Park, and Wyer 2007) Nonetheless, Study 2 
finds that neither promotion nor prevention foci moderate 
line-extension asymmetries or correlate with (1) the per- 
ceived negativity of lower-quality extensions or (2) the per- 
ceived relevance of line extensions to brand judgments 
One contributing factor may be that 1n general, consumers 
see lower-quality extensions as neutral, not negative 


Pretest 


Because prior studies’ product classes and various brands 
produced similar line-extension asymmetries, Study 2 tested 
only restaurants For an austere 1mage, the name Restaurant 
XYZ was used (name described as a disguise for a con- 
glomerate that owned the restaurant) The other brand 
needed to have an enriched, more human image while offer- 
ing only middle quality to. permit. (1) lower-quality and 
higher-quality extensions equidistant from control and (2) 
comparisons with similar conditions ın the other studies 
We chose the restaurant TGI Friday's, a large US chain 
that has cultivated an 1mage of a fun, exciting brand (eg , 
red-and-white striped tablecloths, cobranding a line of 


entrees with Jack Daniel's whiskey) Fifty-seven university 
student participants rated the TG I Friday's brand ın addı- 
tion to the two well-known brands from Study 1’s follow- 
up study, Ruby Tuesday restaurants and Foster's beer, on 
Aaker's (1997) 42 items (1 = “not at all descriptive" to 5 = 
“very descriptive”) that capture 15 personality traits across 
five general dimensions The results indicated that 60% 
(9/15) of the traits were considered at least somewhat 
descriptive of TGI Friday's, four of which were consid- 
ered even more descriptive (higher than scale midpoints) 
spirited, successful, down-to-earth, and cheerful (Ms = 
3 50, 3 57, 3 41, and 361) Moreover, TGI Friday's was 
stronger than Ruby Tuesday on sıx traits (daring, spirited, 
up-to-date, reliable, intelligent, and successful) and weaker 
on none, and stronger than Foster’s on seven traits (spirited, 
reliable, intelligent, successful, down-to-earth, cheerful, and 
charming) and weaker on only two (outdoorsy and tough) 
TGI Frıday”s thus enjoys a somewhat human image (e g , 
cheerful, spirited, down-to-earth) that 1s at least moderately 
rich and richer than the 1mages of two other well-known 
mıddle-qualıty brands 


Method 


Two hundred twenty juniors and seniors at a major US 
university were randomly assigned to conditions defined by 
the between-subjects crossing of line-extension condition 
(middle quality alone or middle quality plus a higher- or 
lower-quality extension) and brand personableness (low 
(Restaurant XYZ], high [T GI Fridays]) Participants 
imagined accepting a position ın a city far from their uni- 
versity (Boston) They were told that after their first week 
in town, they encountered a food critic’s ratings of six 
restaurants in the entertainment section of the Boston 
Globe's Sunday newspaper Participants were asked to 
examine the reviews carefully before turning the page On 
the next page, participants rated the target brand on each of 
Study 1’s four constructs using the same 12 items (compa- 
rable reliabilities) Participants 1n. experimental conditions 
proceeded to one additional page on which they allocated 
100 points across the flagship and line extension to reflect 
the relative weight given to each when evaluating brand lik- 
ing, prestige, expertise, and 1nnovativeness (four separate 
questions, one for one 1ndicator of each construct) Partici- 
pants also responded to 11 nine-point Likert items assessing 
promotion (standardized & = 62) and prevention (standard- 
ized œ = 78) regulatory foci (Higgins et al 2001) Finally, 
two additional nine-point Likert scales assessed extension 
valence “If a brand introduces a higher-quality (lower- 
quality) version to its line, I see that as a good (bad) thing ” 


Results 


Brand attitudes and perceptions Line-extension x 
brand-personableness ANOVAs reveal asymmetric exten- 
sion effects Relative to control, higher-quality extensions 
improved brand assessments on all four dimensions (items 
marked with an asterisk in Figure 2), whereas lower-quality 
extensions affected none (Table 2 and Figure 2) For exam- 
ple, the line-extension effect on brand attitudes was signifi- 
cant (F(2, 214) = 621, p = 002), 1n which higher-quality 
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FIGURE 2 
Study 2: Asymmetric Effects of Lower-Quality and Higher-Quality Extensions 
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Notes Least-square-adjusted means plotted (raw means available in the text and Table 2) * = significant difference from control (p < 003, 


Dunnett's tests) 


extensions helped more than lower-quality extensions hurt 
(Ms = 56 and 14, F(1, 144) =3 74, p < 055) Unlike Study 
1, but like its follow-up study, there was no direct evidence 
of opponent processes 1n that lower-quality extensions did 
not significantly improve or damage any dimension (though 
Study 3 suggests that opponent processes were at work, 
albeit at a more molecular level) 

Neither brand personableness nor regulatory focus 
played a role 1n the four asymmetries None of the interac- 
tions of either variable (1ncluding promotion focus, preven- 
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tion focus, and a difference score between the two) with 
line-extension quality approached statistical significance 


Line-extension valence and weighting Consistent with 
opponent processes and best-of-brand processing, higher- 
quality extensions were considered positive and lower-quality 
extensions were considered neutral Compared with neutral 
scale midpoints and regardless of experimental condition, 
participants agreed that it 1s good for brands to offer higher- 
quality versions (M = 1 92, t (219) = 1904, p < 001) but 


TABLE 2 
Study 2 Brand Ratings 


Line-Extension Conditions 


———. “—————“ “————————————..... 


Dımension Brand Image Lovver Qualıty Control Higher Quality 
Brand attıtude Austere 337 (38) 353 (36) 4.14 (37) 
Personable 3 88 (35) 400 (36) 452 (36) 
Brand prestige Austere 363 (38) 400 (36) 498 (37) 
Personable 391 (34) 408 (36) 480 (38) 
Brand expertise Austere 357 (38) 381 (36) 460 (36) 
Personable 395 (34) 412 (36) 451 (38) 
Brand innovativeness Austere 363 (38) 353 (36) 427 (37) 
Personable 412 (35) 431 (36) 447 (38) 


I  — — — — A A 
Notes All ratings are on seven-point scales (n’s in parentheses) Control consisted of a middle-quality brand to which experimenta! conditions 
added a lower-quality or a higher-quality extension 


disagreed that it 1s bad for brands to offer lower-quality ver- FIGURE 3 

sions (M = — 47, t(217) = —3 41, p < 001) Study 2: Lower-Quality Extensions Are Less 
Consistent with best-of-brand processing, line-extension x Relevant to Brand Evaluation and Perception 

brand personableness ANOVAs reveal that participants Than Are Higher-Quality Extensions and Flagship 

weighted higher-quality extensions more than lower-quality Brands (Flagship Weight = 100 — Extension 

extensions when judging brand liking, prestige, expertise, Weight) 





and innovativeness (Table 3 and Figure 3) Each pair of Fig- 
ure 3’s bars compares weights across the lower-quality and 
higher-quality extensions, which 1s a between-groups com- 
parison (the unplotted flagship weight 1s always 100 minus 60% 
the plotted extension weight) As Figure 3 ulustrates, par- 


65% 


ticipants consistently weighted higher-quality extensions as © 55% 

much or more than flagship versions, and more than lower- > 50% Paat Hane ou nt ol 

quality extensions (eg, in brand liking, Ms = 469 and © 

27 4, F(1, 133) = 35 02, p < 001) & 45% 
Mediation tests and causal model Perceived brand S 40% 

prestige, expertise, and innovativeness were correlated with E 


brand attitude (r’s(217-219) = 69, 78, and 67, ps < 001) 3596 
and adding any of these to the brand-attitude model pro- 











duced a significant effect that eliminated the line-extension 30% 
asymmetry on brand attitude (e g , 1nnovativeness, the 25% 
weakest effect, reduced the asymmetry to F(1, 143) = 60,p= Liking Expertise 
44, Mas = 42 and 28) Thus, it seems that any or all three Dimension Being Judged 
brand perceptions mediated the asymmetric line-extension £— —————— 
effects on brand attıtude * = weight differed significantly from 50%, which also meant that the 
participants weighted the line extension significantly more or less 
We also tested whether each extension weight (e g , when than the flagship 

judging perceived brand innovativeness) might have mediated Notes LQ = conditions in which flagship brands also offered a lower- 
the asymmetry on each outcome (e g , perceived brand 1nno- quality extension, and HQ - conditions in. which. flagship 
vativeness) The first such test faled Extension weights when brands also offered a higher-quality extension. The LQ and 

İlkin néorelated wih bend liFifip-and HQ weights were thus produced by different groups The 
judging brand liking were u 8 flagship’s weight was always 100 — the extension’s weight 
thus could not account for the asymmetry 1n brand attitude 50% = equal weighting of the flagship and line extension 

TABLE 3 
Study 2 Weights on Flagship Versions and Line Extensions 
Austere Brand Image Personable Brand Image 

Dimension Lower Quality Flagship Higher Quality Lower Quality Flagship Higher Quality 
nS ce Le 
Brand liking 36 05 (38) (100 — x) 60 54 (37) 18 00 (35) (100 — x) 33 55 (38) 
Brand prestige 27 50 (38) (100 — x) 71 23 (37) 23 57 (35) (100 — x) 59 61 (38) 
Brand expertise 30 71 (38) (100 — x) 64 86 (37) 27 14 (35) (100 — x) 53 68 (38) 
Brand innovativeness 34 47 (38) (100 — x) 59 86 (37) 32 00 (35) (100 — x) 49 47 (38) 


— e ——— “—“““..—KA.— —”....NMMummd4Sı-—“MUULU.l... 
Notes n’s in parentheses We varied lower- and higher-quality extensions between subjects, where weights on flagship versions were 100 
minus the weight an adjacent extension (x) 
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Flowever, extension weights accounted for the line- 
extension asymmetries ın perceived brand expertise, pres- 
lige, and innovativeness Extension weights were correlated 
significantly with perceived prestige (r(146) = 31, p < 
001) and expertise (r(145) = 29, p < 001), respectively, 
and marginally with innovativeness (r(146) = 15, p= 065) 
Moreover, adding each weight to its respective model pro- 
duced a significant effect that eliminated the line-extension 
asymmetry ın perceived brand prestige (F(1, 142) = 69, p = 
41, Mas = 66 and 46), expertise (F(1, 142) = 22, p= 64, 
Mas = 45 and 35), and innovativeness (F(1, 143) = 2 42, 
p= 123, Mas= 42 and 08) 

Figure 4’s path analysis retests the findings and their 
process implications The model derives from the tests just 
reported, those in which statistical controls for prospective 
mediators eliminated otherwise Statistically significant 
experimental effects We estimated this model with manı- 
fest variables because of the limited number of data points 
per construct (EQS estimation, Bentler 1989) The model 
illustrates the finding that differential extension relevance 
constitutes a root cause of the line-extension asymmetnes 
Differential extension relevance produces asymmetric 
extension effects on perceived expertise, prestige, and 1nno- 
vativeness, and these asymmetries produce an asymmetric 
extension effect on overall brand attitude 


Discussion 


Study 2 demonstrates the robustness of line-extension 
asymmetries while clarifying underlying processes The 
asymmetries do not seem to arise as a result of brand per- 
sonableness or regulatory focus One explanation for the 
lack of a regulatory-focus effect, especially the failure of a 
prevention focus to exaggerate responses to lower-quality, 
and ostensibly negative, line extensions, 1s that in general, 
participants did not consider lower-quality extensions nega- 


tive To assess this interpretation, we examine correlations 
of prevention focus with perceived lower-quality-extension 
negativity and weights placed on lower-quality extensions 
Prevention focus was uncorrelated with the perceived nega- 
tivity of lower-quality extensions (1(208) = 02,p = 74) and 
uncorrelated with weights on lower-quality extensions 
(experimental conditions only) when judging brand liking, 
expertise, prestige, and innovativeness (r(72)s = 10, ~ 008, 
06, and 03, respectively, ps > 38) To illustrate, even partici- 
pants with the strongest prevention focus (scores > 7 4/9 0, 
top 11%) perceived lower-quality extensions as neutral 
(M = 4 42, < negativity scale’s midpoint of 5) and weighted 
higher-quality extensions more than lower-quahty exten- 
sions (e g , when judging brand liking, Ms — 514 vs 31 8, 
F(19) = 4 16, p = 056) Nonetheless, researchers interested 
in potential regulatory focus effects may want to manipulate 
regulatory focus to produce more extreme variations 

The results support best-of-brand processing in three 
ways First, and also consistent with Opponent processes, 
participants considered the addition of a higher-quality ver- 
sion to a product line a good thing but considered the addi- 
tion of a lower-quality version at worst neutra] Second, 
participants considered higher-quality extensions far more 
relevant to brand evaluation than lower-quality extensions 
Third, perceived extension relevance accounted for the line- 
extension asymmetries ın perceived brand expertise, pres- 
tige, and innovativeness, asymmetries that accounted for 
the line-extension asymmetry in brand attitudes The lim- 
ited relevance of lower-quality line extensions may allay 
managerial concerns about such extensions, though Study 3 
indicates that both best-of-brand and Opponent processes 
arise but vary across consumers 

Although Study 1’s follow-up study and Study 2 do not 
evidence opposing prestige and innovativeness effects of 
lower-quality extensions, opponent processes may still have 


FIGURE 4 
Study 2: Differential Extension Relevance as a Root Cause of Asymmetric Line-Extension Effects 
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been at work, albeit at the more molecular level of these spe- 
cific dimensions For example, negative quality-association 
and positive variety effects of lower-quality extensions may 
have offset each other’s effect on perceived brand innova- 
tiveness, which Study 1’s data suggest 1s possible Whereas 
Study 1’s lower-quality extensions increased perceived 
innovativeness, higher-quality extensions did so far more 
One explanation 1s that lower-quality extensions produced a 
positive variety effect on perceived brand innovativeness 
that was partially offset by a negative quality-association 
effect Study 3 tests the possibility of opponent processes 
operating on such specific brand perceptions by more 
directly measuring quality-association and variety effects 


Study 3: Prestige, Processes, and 
Asymmetry Directions 


Although the prior studies demonstrate a robust line-extension 
asymmetry in which higher-quality extensions help but 
lower-quality extensions do little damage, the numerous 
brands tested were often nonsymbolic brands (eg, ficti- 
tious middle-quality pasta sauces) It 1s possible that more 
symbolic (e g , prestigious) brands would be more vulnera- 
ble to any deleterious effects of lower-quality extensions 
Thus, Study 3 extends prior demonstrations to tests of two 
brands that are of at least moderate prestige and expressive- 
ness of consumer personalities within the United States 
Heineken beer and H&M clothing stores If brand prestige 
and symbolism are necessary for lower-quality line exten- 
sions to damage brand evaluation as much as higher-quality 
extensions help, the line-extension asymmetry indicated 
thus far should disappear in Study 3 The results actually 
reveal some negative effects of lower-quality extensions, 
though the standard asymmetry remains prevalent 

Study 3 explores line-extension asymmetries 1n greater 
depth by enlisting a within-subjects test of underlying pro- 
cesses that directly assesses opponent processes and best- 
of-brand processing Manipulating extension quality within 
subjects tests effects at the level of the individual person 
and indicates that underlying processes vary across con- 
sumers, as do asymmetries, the latter of which include 
occasional reverse asymmetries in which negative 
responses to lower-quality extensions are larger than posi- 
tive responses to higher-quality extensions 

Participants responded first to lower- and higher-quality 
extensions and then to process measures that directly tested 
quality-association effects, variety effects, their potential 
opposition, and best-of-brand processing by reporting 
whether each extension had a positive, neutral, or negative 
quality-association effect and variety effect on each brand 
perception dimension The most diagnostic test of opponent 
processes and best-of-brand processing is that of lower- 
quality-extension effects on perceived brand expertise 
Opponent processes predict a negative quality-association 
effect but a positive variety effect However, because best- 
of-brand processing contends that lower-quality extensions 
are less relevant than higher-quality extensions, ıt predicts, 
in the extreme, complete irrelevance of lower-quality exten- 
sions and thus a neutral quality-association effect and a neu- 
tral variety effect 


Method 


Brand pretest To address symbolic brands, we sought 
brands that were (1) at least moderately prestigious and 
expressive of consumer personalities but (2) not so high 1n 
quahty that they threatened ceiling effects on the influence 
of higher-quality extensions Thirty-one undergraduate stu- 
dents at a large US university rated Heineken beer and 
H&M clothing stores on Bhat and Reddy’s (1998) 11 brand 
prestige items (seven-point scales, e g , prestigious, distinc- 
tive, sophisticated, standardized ot = 81) and 6 personality- 
expression items (seven-point scales, e g , brand says some- 
thing about the kind of person you are, brand user stands 
out in a crowd, brand ıs symbolic, standardized © = 76) 
Participants rated Heineken beyond moderately prestigious, 
the scale’s midpoint of 40 (M = 449, t(30) = 397, p < 
001), and beyond moderately expressive of a consumer's 
personality (M = 5 14, t(30) = 8 89, p < 001) Participants 
rated H&M as both moderately prestigious (M = 4 08, t(30) = 
45, not significant [n s ]) and moderately expressive (M = 
4 02, t(30) = 19,ns) 


Participants, design, and procedure Eighty-four under- 
graduate students at a major U S university were randomly 
assigned to one of two product categories, in which target 
brand varied between subjects a new category to this study, 
clothing stores (H&M), and an old one, beer (Heineken) 
Each respondent imagined two future scenarios which we 
varied within subjects In one scenario, the target brand 
(said to have been rated at 4 of 7 quality stars by an 1nde- 
pendent research firm) had offered a lower-quality exten- 
sion (2 stars) for the past few years, and 1n the other sce- 
nario, 1t had offered a higher-quality extension (6 quality 
stars) for the past few years H&M Bazaar or Heineken 
Grog at lower quality and H&M Parisienne or Heineken 
Select at higher quality For each scenario, respondents 
indicated how much they thought the line extension would 
alter their opinion of the brand on a —3 (“lower my opinion 
significantly") to 0 (“has no effect on my opinion”) to +3 
(“raise my opinion significantly") scale To mitigate carry- 
over effects in general and consistency biases ın particular, 
evaluation of the second scenario was prefaced by a state- 
ment that people sometimes respond to tbe two scenarios 
comparably and sometimes differently, whether responses 
are similar or different does not matter, and all that matters 
is being honest Despite these efforts, a conservative mea- 
sure of consistency biases revealed their existence (see the 
“Results” subsection), which suggests that such biases 
sometimes went undetected and blunted asymmetries 

Process measures tested quality-association and variety 
effects directly Participants read a short statement defining 
a potential quality effect (“the effect of associating the 
brand with either higher quality or lower quality”) and a 
potential variety effect (“the effect of offering greater varı- 
ety (more options)”) and then indicated 1f any such effects 
of each extension on their brand perceptions were negative 
(—1), neutral (0), or positive (+1) We tested effects on per- 
ceived brand expertise, prestige, innovativeness, and sensi- 
tivity to diverse consumer tastes and budgets (We added 
the latter on the basis of a small qualitative. assessment, 
which 1s available on request ) 
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Results 


The line-extension asymmetry Of the 24 symmetric par- 
ticipants, 16 were dropped because they indicated their 
responses to the two extensions were equidistant from neutral 
because they wanted to seem consistent (consistency biases), 
leaving 68 usable responses On the opinion change ques- 
tion (—3 to +3), higher-quality extensions produced signifi- 
cantly positive responses (M = 1 25, t(67) = 9 06, p < 001) 
while lower-quality extensions produced significantly nega- 
tive responses (M = — 85, t(67) = —6 19, p < 001, Table 4) 

We tested potential asymmetries ın line-extension 
effects in two ways First, we assessed line-extension asym- 
metries at the individual level, at which 41 respondents 
(60 3%) exhibited the standard asymmetry, 19 (27 9%) 
exhibited the reverse asymmetry and 8 (11 896) exhibited 
symmetry Thus, twice as many respondents exhibited the 
standard asymmetry as the reverse asymmetry (%2 = 8 07, p = 

004) In the standard asymmetry group, responses to 
higher-quality extensions (M = 1 80) were more positive 
than responses to lower-quality extensions were negative 
(M = —37, F(1, 39) = 142 57, p « 001) In addition, in the 
reverse-asymmetry group, responses to lower-quality exten- 
sions (M = —1 89) were more negative than responses to 
higher-quality extensions were positive (M = 21, F(1, 17) = 
53 18, p « 001) 

We also tested the asymmetry at the aggregate level, 1n 
which, consistent with prior studies, the only effect that 
approached statistical significance (F(1, 66) = 347, p = 
067) was line-extension quality, the extension-quality x 
brand interaction was not significant (F(1, 66) = 054, p = 
46) Participants tended to respond more favorably to 
higher-quality extensions (M = 1 25) than unfavorably to 
lower-quality extensions (M = 85) The finding that this 
asymmetry 1s weaker than the asymmetries in the prior 
studies may reflect an effect of the symbolic brands tested 
but may also reflect methodological features (see the “Dis- 
cussion” subsection) 


Process measures To assess the existence of opponent 
processes and further test best-of-brand processing, we turn 
to direct assessments of quality-association and variety 
effects We focus on the standard asymmetry group because 
they exhibit the typical, more prevalent asymmetry and 
because the symmetry and reverse-asymmetry groups are 
quite small Whereas higher-quality extensions produced 
eight uniformly positive quality-association and variety 
effects across perceived brand expertise, prestige, 1nnova- 
tiveness, and sensitivity to diverse consumer tastes and bud- 
gets (see Figure 5), lower-quality extensions produced het- 
erogeneous effects three positive effects and a fourth close 
to significance, two negative effects, and two neutral 
effects Opponent processes are implicated within and 
across perceived brand expertise, prestige, and 1nnovative- 
ness, though 1n each dimension, either the quality-associa- 
tion or variety effect 1s significant and the other 1s not 
However, these aggregate-level data risk masking opponent 
processes at the individual level 

At the individual level, we focus on opponent processes 
and best-of-brand processing ın response to lower-quality 
extensions To simplify and be conservative, we ignore 
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opponent processes across dimensions Opponent processes 
within a dimension exist when a lower-quality extension 
exerts a negative qualıty-assocratıon effect but a positive 
variety effect on that dimension (e g , perceived brand pres- 
tige) In contrast, best-of-brand processing 1s operationalized 
as (1) a lower-quality extension exerting a neutral quality- 
association effect and a neutral variety effect on a given 
dimension (extension irrelevance) and (2) the higher-quality 
extension exerting a positive effect (positive relevance) 
The best-of-brand criterion of complete lower-quality- 
extension irrelevance 1s conservative and doubtless under- 
estimates the prevalence of best-of-brand processing by 
excluding people for whom the lower-quality extension 1s 
not entirely irrelevant but 1s merely less relevant than the 
higher-quality extension (for measures more sensitive to 
perceived brand relevance, see Study 2) 

Figure 6 summarizes two key findings illustrating the 
prevalence of opponent processes and best-of-brand pro- 
cessing First, opponent processes at the level of specific 
brand perceptions are common Fully 51 2% of participants 
reported opponent processes on at least one of the four 
dimensions (perceived brand expertise, prestige, 1nnova- 
tiveness, or sensitivity to diverse consumer tastes and bud- 
gets) Second, and despite the use of rather conservative cri- 
teria, best-of-brand processing was also common, arising 1n 
39 0% of participants on at least one dimension Combined, 
78 076 of participants exhibited either opponent processes 
or best-of-brand processing at least once Furthermore, 
across Figure 5’s four dimensions, 39 0% of participants 
exhibited opponent processes at least once but not best-of- 
brand processing, and 26 896 exhibited best-of-brand pro- 
cessing at least once but not opponent processes Therefore, 
we conclude that the standard asymmetry 1s associated with 
multiple, distinct processes 


Discussion 


Because Study 3's aggregate-level (but not individual-level) 
asymmetry was weaker than the asymmetries the prior stud- 
1es have found, 1t may be that lower-quality extensions had 
larger negative effects as a result of Study 3's use of more 
prestigious brands However, enlisting a within-subject pro- 
cedure to improve process tests risked methodological arti- 
facts likely to have blunted asymmetries as well Specifi- 
cally, the procedure introduced a consistency bias that was 
evidenced on a rather conservative measure that reflected 
bias only when (1) it was strong enough to produce per- 
fectly symmetrical responses to lower- and higher-quality 
extensions and (2) participants were honest enough to admit 
it Thus, consistency biases probably went undetected else- 
where ın the data where they deflated asymmetries 1 


I Allowing participants to see both extension directions may also 
have produced a demand effect that artificially inflated reverse 
asymmetries Participants ın previous studies sometimes said dur- 
ıng debriefings that they expected the asymmetry to go ın the 
opposite direction because they believed negatives to be more 
impactful than positives Therefore, one possibility 1s that some 
participants responded with what they thought should happen 
across situations rather than how they themselves would respond 
ın each situation 
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TABLE 4 
Study 3 Ratings 








Overall Standard Asymmetry Reverse Asymmetr 
HQ LQ HQ LQ HQ LG 
000000... ....00000000 0... x. 
Opinion Change 1 25“ (68) -85 (68) 180* (41) -37 (41) 21ns*(19) -189 
Expertise 
Quality effect 71 (68) —49 (68) 78 (41) -41 (41) 42 (19) — 74 
Varıety effect 66 (68) 21** (68) 71 (41) 20m (41) 47 (19) QOn s 
Prestige 
Quality effect 74 (68) -61 (67) 78 (41) —56 (41) 58 (19) — 83 
Variety effect 65 (68) — 07n s**(68) 71 (41) 10ns (41) 42 (19) - 97m 
Innovativeness 
Quality effect 50 (68) — 06n5 (68) 54 (41) — 02ns (41) 26m (19) — 32m 
Variety effect 55 (67) 33** (67) 57 (40) 46 (41) 37 (19) — O5ns 
Sensitivity to Diverse Consumer Tastes 
Quality effect 37 (68) 40 (68) 49 (41) 46 (41) — Q5ns (19) 11ns 
Variety effect 54** (68) 54** (68) 61 (41) 59 (41) 32m (19) 37 


6000000070 0000“. —— SUM iE AM 
*Asymmetry in magnitude of positive higher-quality-extension and negative lower-quality-extension effects at p = 067 overall and p « 05 elsewhere 
tastes by comparing the positive effects of both extensions 
**Significantly different quality-association and variety effects (p < 05, compare vertically) 
Notes HQ = higher-quality line extension, and LQ = lower-quality line extension Cell sizes are in parentheses All means differ significantly from O (p « 
script n s (nonsignificant) or m (p « 10) 


FIGURE 5 
Study 3: Only Lower-Quality Line Extensions Produce Opposing Quality-Association and Variety Effects 
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tise) = difference between the quality and variety effects on that dimension is statistically significant (p < 05) *** = the effect 
approaches statistical significance at p< 09 


Even if brand prestige reduced the standard asymmetry, nent processes are indicated at both the aggregate and ındı- 
it failed to eliminate the asymmetry altogether, one that vidual levels, where lower-quality extensions often mix 
emerged on a cruder single-item measure of brand evalua- negative quality-association effects with positive variety 
tion and despite asymmetry-deflating consistency biases effects Process tests of quality-association and variety 
Thus, Study 3 demonstrates the robustness of the line- effects reveal that opponent processes can anise at the level 
extension asymmetry as well as its variance across con- of specific brand perceptions such as those of brand exper- 
sumers in both underlying processes and direction Oppo- tse and prestige The implication 1s that whereas only 
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FIGURE 6 
Study 3: The Processes Involved in the Standard Line-Extension Asymmetry Vary Across Participants 
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Study 1 of the between-subjects tests indicates opposing 
prestige and mnovativeness effects of lower-quality exten- 
sions, Opponent processes may still have been at work in 
Study 1’s follow-up study and Study 2, albert at the level of 
the more specific brand perceptions themselves (e g , per- 
ceived brand innovativeness) Study 3 further shows that 
opponent-process and best-of-brand consumer segments 
can exist and yet exhibit the same line-extension asymme- 
try Thus, the asymmetry 1s not a unitary phenomenon but 
rather 1nvolves multiple processes that sometimes work 1n 
concert, sometimes in opposition, and sometimes vary 
across consumers 


General Discussion 


This study reports a robust line-extension asymmetry 1n 
which higher-quahty extensions 1mprove overall brand per- 
ception and evaluation more than lower-quality extensions 
damage them, the latter sometimes having no effect The 
asymmetry 1s consistent across various evaluative dimen- 
sions, product classes, real and fictitious brands, a priori 
brand liking and familianty, brands with austere and per- 
sonable images, brands of low to moderate prestige, and 
consumer regulatory focus The results have various ımplı- 
cations for theory and practice 


Implications for Theory 


Process tests paint a nuanced picture of how consumers 
integrate vertical line extensions into existing brand 
schema Whereas higher-quality extensions typically pro- 
duce positive effects, lower-quality extensions invoke at 
least two primary processes that produce multiple and 
sometimes conflicting effects (Figure 5) In best-of-brand 
processing, lower-quality extensions essentially produce no 


effect Consumers consider them neutral, not negative, and 
largely ignore them in brand evaluation But 1n opponent 
processes, lower-quality extensions produce both negative 
quality-association effects and offsetting positive variety 
effects Results reported elsewhere with horizontal line 
extensions (Berger, Draganska, and Simonson 2007) and 
here with vertical line extensions indicate that increasing 
the number of product versions ın a line can improve 
evaluations on various dimensions, including perceived 
brand innovativeness, expertise, sensitivity to diverse con- 
sumer tastes and budgets, success, and brand energy and 
dynamism (Mızık and Jacobson 2008) Critically, however, 
such processes vary within and across consumers One con- 
sumer can exhibit best-of-brand processing on one dimen- 
sion but opponent processes on another, whereas another 
consumer consistently exhibits a single process (Figure 6) 

Nonetheless, more theory 1s needed to help identify the 
asymmetry’s underlying dynamics For example, whereas 
the current study indicates that consumers sometimes 
ignore lower-quality extensions because such extensions 
signal no change 1n brand capability (Figures 1 and 2), at 
least one additional factor may play a role Consumers may 
dismiss small negatives as inconsequential 1n an attempt to 
be positive or optimistic (Sears 1983) To illustrate, 
although losses (e g , —$50) generally carry more absolute 
psychological value than gains (e g , +$50), small payoffs 
(e g , $ 50) reverse such loss aversion because people tend 
to dismiss small losses (Harinck et al 2007) Any such 
hedonic editing would be consistent with Study 2’s per- 
ceived positivity of higher-quality extensions and perceived 
neutrality of lower-quality extensions 
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Implications for Marketing Practice 


Asymmetric consumer responses to lower- and higher-quality 
line extensions suggest that managers otherwise skeptical of 
extending brands to lower quality reconsider Combined 
with the marketing efficiency associated with brand exten- 
sions (e g , Smith and Park 1992), the asymmetry supports 
leveraging brands across quality tiers 

However, this does not mean that lower-quality exten- 
sions are harmless Studies 1 and 2 indicate directional 
(nonsignificant) negative lower-quality-extension effects, 
and Study 3 finds occasional reverse asymmetries More- 
over, even if a negative effect ıs small (and nonsignificant) 
on ratings measures such as those reported here, choice can 
amplify the effect 1f consumers are otherwise torn between 
two competitors In "tipping point" fashion, a trivial factor 
can have a significant 1mpact on decisions (e g , McCarthy, 
Heath, and Milberg 2001) 

Managers should also consider potential negative 
effects on evaluations of their 1ndividual products, not just 
on the overall brand evaluations studied here For example, 
adding the luxury car Phaeton to the Volkswagen line prob- 
ably helped Volkswagen's otherwise average image 1n the 
United States, but tying the Phaeton to Volkswagen proba- 
bly hurt the Phaeton’s hoped-for prestige image and thus its 
competitiveness (The Phaeton failed in the US market, 
though by all accounts it 1s a high-quality car) Toyota’s 
contrasting success with its separate luxury brand, Lexus, 
suggests that managers should balance effects on their over- 
arching brand with those on their individual products and, 
1n some cases, pursue multibranding rather than line exten- 
sions Moreover, when making such determinations, man- 
agers should keep in mind that evaluations of individual 
products are more sensitive to overall brands than evalua- 
tions of overall brands are sensitive to individual products 
(John, Loken, and Joiner 1998) 

If managers choose to extend to different quality levels, 
they have at least four options for insulating against mage 
dilution First, managers can enlist prudent branding strate- 
gies that include, in the extreme, the multibranding just 
noted A more moderate option 1s that of subbranding, a 
middle ground between multibranding and line extensions 
in which a new brand 1s introduced but said to be produced 
by the parent brand (e g , “Dockers by Levi's") Subbrand- 
ing to new product categories (brand extensions) reduces 
negative image backlash to the parent brand in its home 
category (Janiszewski and Van Osselaer 2000, Milberg, 
Park, and McCarthy 1991, Monga and John 2010, Sood and 
Keller 2007) Image insulation 1s also reported when sub- 
brands are applied within existing categories (Kirmani, 
Sood, and Bridges 1999) 

Second, managers can moderate mage dilution through 
distribution For example, Charmin’s lower-quality exten- 
sion, Charmin Basic, 1s often distributed through discount 
channels such that regular Charmin customers rarely see 
Charmin Basic and even more rarely see it on a shelf next 
to Charmin, thereby mitigating image dilution for these 
consumers 

Third, managers can reduce the negative impact of 
lower-quality extensions by how they produce the products 
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For example, BMW's lower-quality 1-Series enlists BMW's 
typical numerical indicator ın 1ts name, and the cars them- 
selves incorporate BMW’s typical status indicators (eg, 
high-quality/high-gloss paint, judicious use of chrome, 
shapes and styles similar to BMW’s more prestigious lines), 
all of which serve to support the brand's prestige image 

Fourth, because Study 3 suggests that expanding a prod- 
uct line can signal sensitivity to diverse consumer prefer- 
ences, managers may want to emphasize this 1n promotions 
by noting that lower-quality versions are being added to 
give consumers affordable options high on value Such 
Spins may temper any negative effects of lower-quality 
extensions and exaggerate the positive effects of higher- 
quality extensions For example, the tag line on the lower- 
quality Bounty Basic paper towels reads, “Practical Not 
Pricey ” 


Limitations and Suggested Further Research 


Despite the standard asymmetry’s robustness and the direct 
evidence of its underlying processes, the asymmetry's occa- 
sional reversals require further theory and research 
Researchers do not yet know which combinations of con- 
sumers, brands, product classes, and outcomes (e g , brand 
perception, evaluation, choice) will produce deviations 
from the standard asymmetry and/or materially negative 
responses to lower-quality extensions The richness of the 
underlying processes as well as potential idiosyncrasies 
therein suggests that further research should develop 
theories and classifications of various situational compo- 
nents to help predict when and where different processes 
and asymmetries will arise As examples, extension extrem- 
ity and number may play a role Whereas the current study 
tested two-point quality differences on seven-point scales 
and often assessed only one extension at a time, lower qual- 
ity levels and/or more extensions at those levels may pro- 
duce larger effects (eg , Study 1”s innovativeness data) 
However, If more severe quality differences are considered, 
it 1$ 1mportant to note that stark contrasts can produce a 
form of subtyping that reduces carryover to overall brand 
evaluation and thus mitigates brand dilution (Gurhan-Canli 
and Maheshwaran 1998) 

On a related note, practitioners. and academic 
researchers alike may want to consider the impact of the 
flagship brand's status and its location ın price/quality 
space Although Study 3 tested symbolic brands, these 
brands were still of moderate quality and prestige (or 
shghtly higher), such that further research 1s needed to test 
brands positioned more extremely 

Moreover, imagine that a brand offered quality versions 
at 2,4, and 6 quality stars, in which the flagship could be at 4 
stars, as in the current study, or at 2 or 6 stars A lower-quality 
flagship at 2 stars may create such a low-quality image that 
higher-quality extensions fail to elevate brand perception 
and evaluation as much as occurred for the middle-quality 
flagship brands 1n the current study This same reasoning 
applied to higher-quality luxury brands may help explain 
why luxury brands commonly offer lower-quality versions 
(e g , BMW’s 1-Series, Armani’s Armani Exchange, Drum 
Workshop's Pacific line) When Marc Jacobs offers Marc at 


lower-quality levels and prices, damage to brand image 
may be tempered not only by lower-quality products failing 
to signal an erosion in brand capability but also by the flag- 
ship brand being the highest-quality version in the line 
Nonetheless, further research on luxury brands 1s needed, 
partly because regular luxury-brand consumers may not like 
seeing their brands being consumed by the masses (Berger 
and Heath 2007, Kirmani, Sood, and Bridges 1999), and 
partly because such consumers consist of diverse segments 
whose different values may moderate how they respond to 
luxury brands offering lower-quality products (Han, Nunes, 
and Dréze 2010) 

Finally, future researchers should consider other poten- 
tial moderators such as consumer-brand relationships 


(Fournier 1998) and brand ownership (Kirmani, Sood, and 
Bridges 1999) Consumers whose brands help identify who 
they are may respond (1) more positively to higher-quality 
extensions 1f they see themselves as status shoppers, (2) less 
positively to higher-quality extensions if they see them- 
selves as no-nonsense value shoppers, and (3) the opposite 
of these ın response to lower-quality extensions Such 
effects seem especially likely 1n durables markets, 1n which 
previous research has found brand ownership to moderate 
extension effects (Kırmanı, Sood, and Bridges 1999) Thus, 
further research 1s needed to help researchers understand 
when and why line-extension asymmetries arise in one 
direction or another and how managers can moderate them 
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Deepa Chandrasekaran & Gerard J. Tellis 


Getting a Grip on the Saddle: 
Chasms or Cycles? 


The "saddle" is a sudden, sustained, and deep drop in sales of a new product, after a period of rapid growth 
following takeoff, followed by a gradual recovery to the former peak The authors test for the generalizability of the 
saddle across products and countries and for three rival explanations chasms in adopter segments, business 
cycles, and technological cycles They model both boundary points of the saddle— start of the sales drop and 
recovery to the initial peak—using split-population models Empirical analysis of historical sales data from ten 
products across 19 countries shows that the saddle is fairly pervasive The onset of the saddle occurs in 148 
product—country combinations On average, the saddle occurs nine years after takeoff, at a mean penetration of 
30%, and it lasts for eight years with a 29% drop in sales at its depth The results support explanations of chasms 
and technological cycles for information/entertainment products and business cycles and technological cycles for 
kitchen/laundry products The authors conclude with a discussion of the findings, contributions, and implications 


Keywords new product diffusion, international marketing, chasm, business cycles, hazard models 





“saddle” 1s a phenomenon characterized by a sud- FIGURE 1 
den, sustained, and deep drop 1n sales of a new prod- Saddle in New Product Sales 
uct, after a period of rapid growth following takeoff, 


followed by a gradual recovery to the former peak (Figures 
1 and 2) Recent studies have empirically documented this 











phenomenon of a trough in sales For example, Goldenberg, Slowdown 
Lıbaı, and Muller (2002) find a saddle ın up to 50% of 32 (Start of saddle) 
consumer electronics products ın the United States Golder 5 Takeoff 

and Telhs (2004) define a “slowdown” (or start of the sad- = | 

dle) as the end of the growth phase 1n a product's life cycle W 


and find that the slowdown occurs ın 96% of a sample of 23 
products ın the Ünited States 

Empirical support for the saddle 1s based on studies 
using only US data Is the phenomenon generalizable 
across countries? Researchers also propose differing expla- 
nations for the saddle Goldenberg, Libai, and Muller 
(2002) emphasize the role of chasms 1n adopter segments, 
however, although they note that changes 1n technology or 


The Saddle 


Commercialization 


macroeconomic events may lead to the saddle, they do not this phenomenon across a wider cross section of countries 
empirically test these explanations Golder and Tellis and products Because a saddle involves a sudden and sharp 
(2004) emphasize the role of negative cascades, which they decline in sales that were previously increasing rapidly, 
measure as change 1n gross national product accurately testing its generalizability and understanding its 

As Hauser, Tellis, and Griffin (2006) note, the limited drivers has far-reaching managerial implications Such 
empirical evidence and differing explanations for the saddle declines may have adverse consequences for managers of 
underscore the need to thoroughly document and explain new products, who may have overcommitted manufacturing 


capacity, built large inventories, or expanded their sales 
EO ooo staff during the period of growth Worse still, if they believe 
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1 How pervasive 1s the saddle across countries and categories? 


FIGURE 2 
Saddles Observed in Sales of Personal Computers and Microwave Ovens 
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3 What theories explain the saddle? 
4 Can a model predict a saddle? 


The next section discusses rival theories of the saddle The 
subsequent three sections present the method, results, and 
discussion 


Rival Theories of the Saddle 


Definitions 


A “product” refers to a group of brands that are close sub- 
stitutes and fulfill a distinct need from the consumer’s view- 
point (Golder and Tellis 2004) — for example, DVD players 

We use the term "product-country combination" to refer to 
a specific product 1n a specific country The term “sales” 
refers to the total of all consumer purchases of all brands of 
a specific product “Takeoff” 1s a dramatic increase ın sales 
that marks the transition from the introduction stage to the 
growth stage of the product life cycle (Agarwal and Bayus 
2002, Golder and Tellis 1997) Linking the phenomenon of 
the saddle to the concept of takeoff has two advantages 

First, we avoid considering products that did not make 1t to 
a mass market— that 1s, those that simply failed Second, it 
can help distinguish characteristics of the saddle compared 
with takeoff We further define two boundary points of the 
saddle start and recovery The "start of the saddle" 1s the 
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first year of decreasing product sales, and "recovery" 1s the 
first year ın which sales cross the prior initial peak 


Chasms in Adopter Segments 


Previous research has viewed the product life cycle as a 
social phenomenon, driven primarily by communication 
processes that transfer new product information between 
members of a social system (Golder and Tellis 2004) 
Rogers (1995) classifies product adopters into five distinct 
groups (innovators, early adopters, early majority, late 
majority, and laggards) according to the normal penetration 
curve The traditional view 1s that the diffusion process can 
be fueled by simply targeting the innovators and the early 
majority, thereby triggering an unbroken word-of-mouth 
communication process across other adopter segments 
(Mahajan and Muller 1998, Rogers 1995) 

However, some researchers have debated this notion of 
continuity 1n the communication process (Goldenberg, 
Libai, and Muller 2002, Mahajan and Muller 1998, Moore 
1991, Van den Bulte and Joshi 2007) Moore (1991) sug- 
gests that "cracks in the bell curve" may exist between 
groups of adopters 1n the case of high-technology products 
According to Moore, the biggest crack, or a “chasm,” sepa- 
rates the early adopters from the early majonty (Figure 3) 
The early adopters and the early majority have different 
characteristics and needs, thus, the former do not form a 
good word-of-mouth reference point for the latter Van den 


FIGURE 3 
Chasms in Adopter Segments 
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Bulte and Joshi (2007) point out one implication of this 
theory Product offerings appealing to technology enthusi- 
asts need not appeal to the mainstream market, thus, main- 
stream customers discount adoptions by technology enthu- 
siasts and care only about adoptions by other mainstream 
customers Goldenberg, Libai, and Muller (2002) classify 
adopter segments as early market and main market accord- 
ing to the timing of new product adoption They argue that 
weak communication between the early and main markets 
may lead these segments to adopt products at substantially 
different rates, 1n other words, the main market takes off 
after the early market peaks, thus creating a saddle (Figure 
4, adapted from Goldenberg, Lıbaı, and Muller 2002) Fol- 
lowing this logic, the literature suggests the following 
hypothesis 


Alternative HA, A saddle 1s likely to occur during a disconti- 
nuity in the transition between the early and 
late markets (or a chasm) 


We test this hypothesis against the null hypothesis 


Hg There 1s no association between a discontinuity in. the 
transition between the early and late markets (or a chasm) 
and a saddle 


Business Cycles 


Prior marketing research has concentrated on the positive 
impact of income changes on product diffusion (Golder and 
Tellis 1998, Talukdar, Sudhir, and Ainslie 2002) However, 
researchers have not studied the differences between the 
effect of economic contractions on sales of ınformatıon/ 
entertainment and kitchen/laundry products Recently, 
researchers have shown the impact of business cycles on 
the sales of consumer durables (Deleersnyder et al 2004), 
growth of private labels (Lamey et al 2007), and role of 
marketing strategy (Srinivasan, Rangaswamy, and Lilien 
2005) In the excitement of post-takeoff growth, managers 
may believe that their new product's sales will be immune 
to economic contractions and continue to increase How- 
ever, a saddle may begin even 1n the growth stage as a result 
of economic contractions For example, Figure 5 shows the 
sales of dishwashers (denoted by the dotted line) and eco- 
nomic contractions (denoted by the dark bars) 1n Germany 
Note that sales peak ın 1973, and the saddle begins ın 1974, 
coinciding with the economic contraction of 1974 


FIGURE 4 
Saddle Caused by a Chasm 
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The saddle can occur during periods of economic con- 
tractions for four reasons Fürst, an economic contraction 
shrinks income and depresses buying power As a result, 
consumers are likely to cut back on discretionary expendi- 
tures, such as purchases of consumer durables Second, 
consumers may lose trust during a contraction more quickly 
than they gain confidence during the ensuing expansion, 
leading to cyclical asymmetries 1n the purchase of durables 
(Deleersnyder et al 2004, Lamey et al 2007) Third, firms 
engage in cyclical marketing strategies, such as cutting 
advertising expenditures (Deleersnyder et al 2004, Lamey 
et al 2007) or investments (Mascarenhas and Aaker 1989) 
during contractions These actions can further aggravate the 
decline 1n sales during a contraction Fourth, the onset of a 
recession may trigger a negative cascade in new product 
sales If a positive cascade first triggers a run-up 1n sales, 
when faced with a recession, some consumers may decide 
to wait before purchasing the new product When other con- 
sumers become aware of these decisions, a negative cas- 
cade may begin, triggering a sharp drop ın sales at the onset 
of maturity (Golder and Tellis 2004) These reasons point to 
a strong but previously ignored driver of the saddle in new 
product sales economic contractions This reasoning sug- 
gests the following testable hypothesis 


Hə, A saddle 1s likely to occur during periods of economic 
contractions 


Technological Cycles 


Consumers’ beliefs about the significance or size of antici- 
pated 1mprovements in technology may influence new 
product sales (Balcer and Lippman 1984, Doyle and Saun- 
ders 1985, Holak, Lehmann, and Sultan 1987) John, Weiss, 
and Dutta (1999) argue that whereas significant 1mprove- 
ments may prompt purchases when they arrive, they may 
have a chilling effect when they are expected 1mminently 

Consumers may be uncertain about the nature and extent of 
the technological change and decide to wait and watch 
(John, Weiss, and Dutta 1999) or may leapfrog a product 
generation ın expectation of product improvements or price 
declines (Goldenberg, Lıbaı, and Muller 2002, Weiss 1994) 

Furthermore, Van den Bulte and Stremersch (2004) propose 
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FIGURE 5 
Saddle and Economic Contractions 
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that when faced with multiple competing standards, even 
innovative consumers may postpone adoption until the 
uncertainty about what standard will dominate has been 
resolved Doyle and Saunders (1985) say that such anticipa- 
tory effects may cause even retailers to hold off their pur- 
chases in anticipation of changes Thus, a saddle can be 
expected to begin during times of multiple important tech- 
nological advances as a result of uncertainty 1n the minds of 
consumers and retailers This theory points to a strong but 
empirically untested driver of the saddle 1n new product 
sales technological advances The preceding argument sug- 
gests the following testable hypothesis 


Hə A saddle ıs likely to occur during times of important tech- 
nological advances 


Method 
Model 


Because the occurrence of the saddle 1s a time-dependent 
event with two boundary points, start of the saddle and 
recovery to initial peak, we model it using two separate 
split-population hazard models Each hazard model cap- 
tures one of the two boundary events The standard hazard 
model explains the conditional probability that an 1ndivid- 
ual 1 will experience an event 1n a time period t given that it 
has not already occurred, as a function of a baseline hazard 
plus some explanatory variables (Singer and Willett 2003) 
In new product research, the hazard function has been used 
to analyze diffusion (Bass 1969) and hazard models have 
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been used to predict takeoff (Agarwal and Bayus 2002, 
Chandrasekaran and Tellis 2008, Golder and Tellis 1997, 
2004, Tellis, Stremersch, and Yin 2003) 

The standard hazard model assumes that every case 
eventually experiences the event (Prins and Verhoef 2007) 
However, a proportion of the cases may never actually 
observe the occurrence of the event A split population haz- 
ard model allows for some cases never to experience the 
event (Schmidt and Witte 1989) For example, split popula- 
tion models have been used 1n the marketing literature to 
study the diffusion of automated teller machines (Sinha and 
Chandrashekaran 1992), the emergence of domunant 
designs (Srınıvasan, Lilien, and Rangaswamy 2005), and 
the adoption timing of a new e-service (Prins and Verhoef 
2007) 

The discrete-tune specification of the hazard model 
allows for great flexibility 1n specifying the time function 
and for incorporating time-varying explanatory variables 
(Allison 1982, 1995, Singer and Willett 1993) Jenkins 
(2001) outlines a procedure for a discrete-time split popula- 
tion survival model, which enables us to incorporate time- 
varying covariates ın a discrete tıme hazard framework 
while taking into account the possibility that a proportion of 
the products may never experience the event (either the 
start of the saddle or the recovery following it) Next, we 
describe the events and the split population formulations of 
the model 


Events We model two events (1) the start of the saddle 
given takeoff and (2) the recovery given the start of the sad- 
dle The hazard of the start of a saddle 1s the probability that 


a product—country combination, 1, experiences a start of the 
saddle 1n time t, given that 1t has not done so yet but takeoff 
has occurred The hazard of recovery 1s the probability that 
a product-country combination experiences a recovery past 
the initial peak, given it has not done so yet but the saddle 
has started 

Each product’s history 1s broken into a set of distinct 
observations, one for each year, up to and including the year 
of the event or until the series 1s censored For each observa- 
tion, the dependent variable takes on a value of 1 1f the event 
occurs during that period and Ü if otherwise Explanatory 
variables take on whatever value occurs during that period 
For the proportion of products for which we observed the 
event, we have duration data that constitute a complete 
series However, for the products for which the event 1s not 
observed, the observations are interpreted as incomplete 
series and are censored 


Split population formulation Split population models 
assume that a proportion, c, never experience the event and 
estimate this unobserved proportion Let A, be an indicator 
of whether a product-country combination 1 eventually 
experiences the event, where A, = 1 indicates event occur- 
rence and A, = 0 indicates that the event never occurs Let 
the probability of (A, = 1) = 1 — c and the probability of (A, = 
O)=c 

For those product-country combinations ın which the 
event is observed during a given time interval, the contribu- 
tion to the likelihood 1s (1 — c) x (probability of survival to 
end of previous time interval) x (probability of the event in 
the given interval) Censored observations consist of those 
that never observe the event plus those not yet observed to 
fail Thus, the contribution to the likelihood from a cen- 
sored survival time 1s c + (1 — c) x (probability of survival 
to end of the given time interval) 

Let d, be the observable binary censoring indicator sig- 
nifying whether the ith product-country combination expe- 
riences the event ın (0, t), with d, = 1 if the event occurs and 
d, = O if rıght-censored Then we can estimate by maximum 
likelihood the proportion of product-country combinations 
that never experience the event, together with the parame- 
ters characterizing the hazard rate for the remainder of the 
population Thus, the likelihood contribution for 
product-country combination 1 with survival time t 1s 


(1) InL, m din[(1 ov c)K(hyXS, — ] + (1 o dölnic + (1 ma c)(S,)], 


where S, 1s the discrete-time survivor function and hy 1s the 
(complementary log-log) discrete-time hazard rate, 
expressed as 


(2) Su - [ [a- 2 
j=l 
(3) hy = 1 — expl-exp(D(t) + bX], 


where D(t) summarizes the duration dependence in the haz- 
ard model common to each 1 We specify a flexible func- 
tional form of D(t) = t + t? + log(t) and subsequently test the 
robustness of the analysis to the linear specification D(t) = 


t X, consists of the independent variables and control 
variables, described ın the “Measures” subsection 

Thus, the hazard function consists of time-varying 
covariates, time-invariant covariates, and the effect of time 
If c = 0, a testable hypothesis, the split population survival 
model reduces to the standard discrete-time proportional 
hazards model (or complementary log-log model) We use 
the STATA procedure SPSURV (Jenkins 2001) to estimate 
the model The estimation procedure uses the maximum- 
likelihood complementary log-log model to derive starting 
values The complementary log-log model 1s particularly 
useful when data from discrete time intervals are used to 
capture a continuous underlying process (Allison 1995, 
Prins and Verhoef 2007) 


Measures 


Year of takeoff We measure takeoff using the rule Tel- 
lis, Stremersch, and Yin (2003) propose They define “take- 
Off" as the first year ın which a product's growth rate rela- 
tive to its previous year’s unit sales is higher than the 
threshold for takeoff based on market penetration 


Boundary points of the saddle We operationalize the 
two boundary points of the saddle The start of the saddle 1s 
the first year of a trough in sales following takeoff, 1n which 
sales drop for at least two consecutive years to a depth of at 
least 10% from an initial peak This rule ensures that we 
avoid modeling transient sales drops spuriously as a saddle 
It also ensures consistency across products and countries 
Our measure 1s similar to others proposed 1n the literature 
For example, Goldenberg, Lıbaı, and Muller (2002) opera- 
tionalize the saddle as a trough following an initial peak ın 
sales, reaching a depth of at least 20% of the peak (strict 
definition) or 10% of the peak (relaxed case), lasting at 
least two years, followed by sales that exceed the initial 
peak Golder and Tellis (2004) measure slowdown (or start 
of the saddle) as the first year of two consecutive years, 
after takeoff, in which sales are lower than the peak of pre- 
vious sales The end of the saddle, the recovery, 1s the first 
year following the start of a saddle ın which the sales sur- 
passes the previous peak 


Chasm in adopter segments As we mentioned ın the 
section "Rival Theories of the Saddle," prior research has 
classified adopter categories according to the penetration 
curve (eg, Mahajan and Muller 1998, Mahajan, Muller, 
and Srivastava 1990, Moore 1991, Muller and Yogev 2006, 
Rogers 1995) Muller and Yogev (2006) determine that 1n a 
dual-market setting, the main market outnumbers the early 
market at a penetration level that varies between 3% and 
33%, depending on the product Because of this high varia- 
tion, the point of chasm would vary by product category, 
though it 1s likely to be the same across countries Indeed, 
prior research has shown that diffusion parameters are 
unique to particular products (e g , Chandrasekaran and Tel- 
lis 2007, Muller and Yogev 2006) 

Therefore, for each product, a mean penetration level 
that reflects early market adoption and late market non- 
adoption can serve as a proxy for the location of the chasm 
However, theory is silent about the exact penetration per- 
centage at which the chasm 1s likely located To resolve this 
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problem, we use the data across countries for each product 
On the basis of the literature cited previously, we make the 
reasonable assumption that adopter segments are likely to 
be common across countries but unique for each product 
Thus, first, we calculate from the data the mean penetra- 
tion 1n the year of the saddle across all countries, except the 
focal country, for each product (“meanpen”) Here, we use the 
information only from product-country combinations that 
experience the event Next, we define a variable “dispersion” 
to capture the distance of the actual penetration in the year 
before for the target product-country combination from the 
mean penetration calculated 1n the previous step, as follows 


(4) Dispersion, = Abs(Penetration, .. , — Meanpen) 


Note that we use penetration ın the previous year and 
drop the focal country from the calculation of meanpen to 
allay concerns that the measure 1s tautological Hypothesis 
testing (e g , Sawyer and Peter 1983) examines the proba- 
bility of the data ıf the null hypothesis 1s true Now, given 
that adopter categories are likely to persist across countries 
for a product, if the null were true, the hazard of a saddle 
should not increase as distance from meanpen decreases In 
contrast, 1f testing this hypothesis results ın a negative coef- 
ficient in the hazard model, we would reject the null and 
conclude ın favor of the chasms theory captured by Ha, 


Business cycles We construct a measure to capture eco- 
nomic contractions and expansions using recent marketing 
literature (Deleersnyder et al 2009, Deleersnyder et al 
2004, Lamey et al 2007) These studies estimate business 
cycles by extracting the cyclical component from the gross 
domestic product (GDP) series using the Hodrick and 
Prescott (1997) filter The Hodrick and Prescott (HP) filter 
decomposes a time y, series into a trend component ly, 
which varies smoothly over time and a cyclical component 
cz, by fitting a smooth curve through a set of points defined 
by the log-transformed GDP series (Stock and Watson 
1999) Furst, the HP filter obtains the long-term trend and 
then obtains the cyclical component, which fluctuates 
around that trend, by subtracting the long-term trend from 
the original time series (Lamey et al 2007) We use the 
software program EViews to estimate the cyclical compo- 
nent of the GDP series for each of the 19 countries, using 
the HP filter 

Next, we create an indicator variable termed “economic 
contraction” for the state of the economy We set this indi- 
cator variable to 1 for decreases 1n the cyclical component 
of GDP corresponding to contractions and 0 for increases in 
the cyclical component of GDP corresponding to expan- 
sions A positive coefficient for the measure of economic 
contraction in the hazard model would imply that a saddle 
is more likely during an economic contraction than during 
an economic expansion 


Technological cycles We measure technological cycles 
using patenting activity Prior research has used patents as 
an important indicator of technological activities and 1nno- 
vation ın an industry (e g , Ahuja and Katıla 2001, Tellis, 
Prabhu, and Chandy 2009) The U S patent collection con- 
tains the list of all patents issued by the US Patent and 
Trademark Office since 1974 We consider U S patents that 
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have been granted a valid indicator of technological activity 
for the product across countries because most important 
innovations either originated ın the United States or the 
firms involved have filed US patents to protect this large 
market (Tellis, Prabhu, and Chandy 2009) For each prod- 
uct, we extract all US patents from Delphion’s patent data- 
base, sort the patents according to the Inventive Interna- 
tional Patent Classification code, and retain patents that are 
most directly associated with the focal product 

We have data on both the number of patents and the for- 
ward citations received by the patents for each product at 
each time period Forward citations refer to the number of 
times the focal patent 1s cited by other patents Trajtenberg 
(1990) finds a close association between citation-based 
patent indexes and the social value of innovations from an 
empirical analysis of a particular innovation (computed 
tomography scanners) Furthermore, Chandy et al (2006) 
argue that patent citations are a valid measure to capture 
important ideas because they are objective, readily avail- 
able, and unlikely to be either inflated or understated Thus, 
we use the patent citations as an index of the 1mportance or 
value of the patents We weight patent counts by this mea- 
sure, as in Trajtenberg (1990), to create a measure 
“weighted patent counts" as follows 


(5) wrc, = | [a«cy. 


yel 


where n, 1s the number of patents issued during the year t 
and C, 1s the number of forward citations received by a 
patent j for the product This linear weighting scheme 
enables us to take into account the number of both citations 
and patents A positive coefficient for this measure ın the 
hazard model would indicate that an increase 1n technologi- 
cal activity 1s driving the start of the saddle 


Control variables In a globalized world, consumers’ 
adoption of new products may be influenced by not only 
communication behaviors among consumers and environ- 
ment factors within a country but also cross-national learn- 
ing flows from lead markets (Ganesh and Kumar 1996, Put- 
sis et al 1997, Takada and Jain 1991) Prior research has 
pointed out the presence of cross-country learning effects 
influencing the takeoff of new products (Chandrasekaran 
and Tellis 2008, Tellis, Stremersch, and Yin 2003, Van 
Everdingen, Stremersch, and Fok 2009) We control for 
cross-country learning effects using “prior saddles,” or 
number of saddles that occurred in the previous year in 
other countries for each product 

Prior research has suggested that greater interconnectiv- 
ity, media penetration, demographic changes, and technol- 
ogy improvements encourage availability, awareness, and 
appeal of new products (Chandrasekaran and Tellis 2008, 
Van den Bulte 2000) and may lead to faster diffusion or 
takeoff of new products On the one hand, this may create a 
cascade ın sales for newly commercialized products, leading 
to an earlier or steeper saddle 1n sales On the other hand, 
newly commercialized products may enjoy a sustained sales 
momentum, reducing or delaying the possibility of a saddle 
in sales We operationalize "product vintage" as the first year 


in which an innovation was commercialized across all coun- 
tries in the sample Finally, we control for within-innovation 
duration dependence by considering “product age,” opera- 
tionalized as the time elapsed since the product was com- 
mercialized in each country Following Agarwal and Bayus 
(2002) and Chandrasekaran and Tellis (2008), we use the 
word “commercialization” to reflect the fact that databases 
seem to include a product only when it has become avail- 
able to the mass market or achieved some minimal level of 
sales or penetration We look for the earliest year of com- 
mercialization for each country from the sales and penetra- 
tion data for each product 1n each country We further vali- 
date each of these dates by checking that penetration 1n the 
year of commercialization has not exceeded 25%, which 1s 
a stricter rule than the 5% rule Tellis, Stremersch, and Yin 
(2003) recommend 


Data and Sources 


We assembled a database on historical sales and market pene- 
tration of both kitchen/laundry and information/entertainment 
products We obtained data on six kitchen/laundry products 
(dishwashers, dryers, freezers, microwave ovens, refrigera- 
tors, and washing machines) and four information/entertain- 
ment products (DVD players, personal computers, VCRs, 
and video cameras) We tracked these products across 16 
European countries (Austria, Belgium, Denmark, Finland, 
France, Germany, Greece, Italy, Ireland, the Netherlands, 
Norway, Portugal, Spain, Sweden, Switzerland, and the 
UK), Japan, Canada, and the United States, from 1950 
through 2008, for a total of more than 1300 observations 
For the United States, 1n some cases, we had data extending 
before 1950 We assembled these detailed time-series data, 
which are based on several hundred research hours, from a 
variety of sources subscription-based sources (Euromoni- 
tor Global Marketing Information Database, World Devel- 
opment Indicators Online, Fast Facts Database from the 
Consumer Electronics Association), archival search of sev- 
eral secondary sources (Historical Statistics of Japan, Elec- 
trical Merchandising, Merchandising, Merchandising Week, 
and Dealerscope journals for the United States, Consumer 
Europe, European Marketing Data and Statistics), and pro- 
prietary industry data 

We excluded product-country combinations for which 
we have fewer than ten years of data We also excluded 


product-country combinations for which the sales data in 
the first year exceed 100 (in thousands of units) or the pen- 
etration ın the first year exceeds 5% For the United States, 
we dropped washing machines because we do not have 
early enough data to estimate takeoff As Web Appendix A 
(http //www marketingpower com/jmjuly11) indicates, the 
scope of our study 1s larger than the majority of the prior 
studies on diffusion of new products, which have typically 
included either very few products or very few countries, or 
very few combinations of both The additional challenge in 
this study was to obtain sales and penetration data As such, 
this 1s the one of the largest studies that uses both sales and 
penetration data (see Web Appendix A) 

For calculating the time of economic contractions 
across countries, we used a measure for real GDP from the 
Groningen Growth and Development Centre and the Con- 
ference Board, Total Economy Database (http //www ggdc 
netis) We used total GDP, ın millions of 1990 US dollars 
(converted at Geary Khamis PPPs) We determined GDP for 
the pre-1950 years from Statistics on World Population, GDP, 
and per capita GDP, 1—2006 AD (www gede net/maddıson) 
We obtained patent data from the Delphion database (www 
delphion com), a subscription-based database that contains 
detailed historical records on patents granted and applied 
for both 1n the United States and other countries, and has 
been used ın prior studies (e g , Tellis, Prabhu, and Chandy 
2009) 


Results 


Descriptive Statistics 


Characteristics of the saddle Of the 156 product-country 
combinations for which takeoff has occurred, we observe 
the start of the saddle in 148 cases (99% of the kitchen/ 
laundry products and 88% of the information/entertainment 
products) These numbers are slightly lower than the 96% 
Golder and Tellis (2004) report and similar to the 86% 
Goldenberg et al (2006) report Of the 148 product-country 
combinations 1n which the start of the saddle occurs, 120 
cases (81%) experience a recovery to the previous peak We 
observe both the start and recovery 1n 8696 of kitchen/laundry 
products and 61% of information/entertainment products 
(Table 1) The numbers observed for the latter are somewhat 





TABLE 1 
Saddle Occurrences Across Products 
Applicable Mean Year Range Year 

Products Cases Start Recovery of Saddle of Saddle 
Dishwashers 16 16 15 1980 26 
Dryers 18 17 14 1983 45 
Freezers 15 15 13 1975 39 
Refrigerators 14 14 14 1966 42 
Microwave ovens 18 18 12 1993 19 
Washing machines 16 16 16 1975 19 
Personal computers 15 15 15 1989 8 
VCRs 15 15 11 1988 14 
Video cameras 15 12 9 1993 5 
DVD players 14 10 1 2005 4 
Total 156 148 120 
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higher than the 33%-50% Goldenberg, Libai, and Muller 
(2002) report Howevei, out sample 15 the most global of such 
studies Of the 156 product-country combinations, 46% 
experience an average depth of 20% during the saddle and see 
a recovery to the original peak These include 45% of kitchen/ 
laundry products and 47% of information/entertainment 
products These numbers correspond to the strict definition 
of the saddle used ın Goldenberg, Lıbaı, and Muller We see 
censoring ın some categories such as DVD players In the 
censored cases, the saddle either begins at a later point or 
may never occur The split hazard model can distinguish 
between these two possibilities 

Table 2 presents a description of the key statistics of tim- 
ing, duration, and depth of the saddle For the 148 product- 
country combinations that experience the start of the saddle, 
the average time from takeoff to the start of the saddle 1s 
roughly 9 years The average penetration at the start of the 
saddle 1s 31%, which 1s similar to the 34% Golder and Tel- 
lis (2004) observe The average time from takeoff to the 
start of the saddle ıs 6 7 years for information/entertainment 
products and 10 3 years for kitchen/laundry products The 
average penetration at the start of the saddle 1s 26% for the 
information/entertainment products and 33% for kitchen/ 
laundry products The average decline 1n the first year of 
the saddle for information/entertainment products ıs 17%, 
compared with 10% for kitchen/laundry products 

The duration of the saddle 1s the time from the start of 
the saddle to the recovery, when the sales increase past the 
initial peak We can trace such a recovery for 120 cases For 
these 120 cases, the average duration 1s 8 years (6 6 years 
for the 36 information/entertainment products and 8 5 years 
for the 84 kitchen/laundry products that experience a recov- 
ery ın sales) The relative depth of the saddle 1s 29% The 
duration estimates are higher than the average duration of 5 
years Goldenberg, Lıbaı, and Muller (2002) report, while 
the relative depth estimates are comparable to the 32% 
Goldenberg, Lıbaı and Muller report The average penetra- 
tion at recovery 1s 41%, with a standard deviation of 27 


Convergence over time Prior research has indicated an 
increasing convergence in the year of takeoff over time 
(Chandrasekaran and Tellis 2008), which may be a result of 
the convergence ın the year of commercialization or the 


underlying drivers over time We find a similar “conver- 
gence,” or a decrease 1n the standard deviation of both the 
year of the saddle and the time from takeoff to saddle over 
time, for the countries that have experienced the saddle 
Figure 6 plots the standard deviation ın the year of the start 
of the saddle across product vintage (the year of first com- 
mercialization of each product category), as well as the 
standard deviation in the time from takeoff to saddle in 
years across product vintage We observe a downward trend 
and a dramatic drop in the standard deviation of year of sad- 
dle over time This drop indicates that various countries 
increasingly experience the start of the saddle at the same 
tme We see a downward but more gradual trend ın the 
standard deviation in time to saddle This drop indicates an 
increasing similarity across countries in the time span 
between takeoff and saddle To understand the reasons 
behind the start of the saddle and the subsequent recovery, 
we next examine the estimates of the split population haz- 
ard model, separately for the start and end of saddle 


Hazard of Start of Saddle 


Prior literature has highlighted distinct differences across 
product classes 1n terms of their diffusion patterns (Chan- 
drasekaran and Tellis 2008, Tellis, Stremersch, and Yin 
2003) In our sample, we also find substantial differences in 
the descriptive statistics and occurrence of saddles across 
product class Therefore, we examine the results of the split 
population hazard model separately by product class Sub- 
sequently, we discuss the model’s performance Web 
Appendix B (http //www marketingpower com/jmjuly11) 
presents the correlation matrixes To examine a potential 
concern about the independence of product categories 
across countries, we also examine the correlations for the 
year of saddle, and time to takeoff, across countries 
Although the correlations are high, they are not close to 1, 
indicating some 1ndependence across the categories 


Information/entertainment products Table 3 presents the 
results of estimating the hazard model for the start of sad- 
dle Model 1 1s the split-population model for 1nformation/ 
entertainment products The estimated probability of never 
seeing a saddle is 2% for information/entertainment prod- 
ucts The likelihood ratios test of whether c = 0 1s 1mple- 


TABLE 2 
Descriptive Statistics 





Takeoff to % Sales Decline Penetration Relative Time to 
Saddle (Years) at Saddle at Saddle Depth (%) Recovery (Years) 

Information/Entertainment Products 

M 6 76 —16 75 25 81 32 6 55 

SD 2 50 17 05 21 98 13 3 45 

Count 52 52 52 36 36 
Kitchen/Laundry Products 

M 10 35 —9 88 32 90 28 8 43 

SD 5 51 9 60 25 13 8 6 19 

Count 96 96 96 84 83 
Overall 

M 9 09 —12 29 30 40 29 7 86 

SD 4 97 13 08 24 36 10 5 56 

Count 148 148 148 120 120 
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FIGURE 6 
Standard Deviation of Year of Saddle and Time from Takeoff to Saddle by Vintage 
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mented as a boundary-value test (Jenkins 2001) The results 
of the chi bar-squared test statistic from the likelihood ratio 
test of Hp c = 0 versus H, c > 0 finds that the Prob > 
chibar2 = 06 We find that the split population model has a 
lower log-likelihood (—128 5), and a lower Akaike 1nforma- 
tion criterion (AIC) statistic (275 91) than the log-likelihood 


TABLE 3 
Results of Split Population Model for Start of 
Saddle 


(1) Information/ 
Entertainment 
Products 

038* (186) -003 (-50) 
1 904*** (3 46) 044 ( 16) 


(2) Kitchen/ 
Laundry 


Explanatory Variables Products 


Product vintage 
Product age 


Age square — 049***(-3 10) -001 (-27) 
Log(Product age) —6 133***(-3 00) 881 ( 33) 
Economic contraction 144 ( 49) 820*** (3 61) 
Dispersion — 033** (-197) -017 (“1 38) 
Weighted patent counts 0004** (224) 001”” (225) 
Prior saddles 082 ( 70) 220'* (2 56) 
Constant —76 044“ (-191) —869 (—08) 
Observations 400 727 
Log-likelihood —128 5 —236 1 
"De 1 

“p< 05 

"p< 01 


Notes z-statistics are ın parentheses 


(—129 57) and AIC (277 13) reported from a standard dıs- 
crete time proportional hazards model estimated on the 
same data These results justify the appropriateness of the 
use of the split-population hazard model rather than the 
standard hazard model 

The results from Model 1 indicate that the coefficient of 
product age 1s positive and significantly different from zero, 
while age square and log age have negative and sigmficant 
coefficients The coefficient of prior saddles 1s not signifi- 
cantly different from zero The effect of dispersion from the 
mean penetration at saddle 1s negative and significantly differ- 
ent from zero This result leads us to reject the null hypothesis 
in favor of the alternative hypothesis HA) (a saddle 1s likely 
to occur during a discontinuity in the transition between the 
early and late markets) Therefore, chasms are likely to lead 
to the start of a saddle for information/entertainment prod- 
ucts The effect of economic contraction 1s not significantly 
different from zero This result does not support Hə (a sad- 
dle 1s likely to occur during periods of economic contrac- 
tions) The coefficient of weighted patent counts 1s positive 
and significantly different from zero, supporting Hə (a saddle 
is likely to occur during times of important technological 
advances) In summary, for information/entertainment prod- 
ucts, we find support for two explanations leading to the sad- 
dle chasms 1n adopter segments and technological cycles 


Kuchen/laundry products Model 2 1n Table 3 presents 
the results for estimating the hazard of the start of the sad- 
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dle for kitchen/laundry products The estimated probability 
of never seeing a saddle 1s so small that the split population 
hazard model reduces to a standard proportional hazard 
model, which assumes c = 0 This result implies that all 
kitchen/laundry products are at risk for experiencing a sad- 
dle Furthermore, this result has face validity 1n that a sad- 
dle occurs 1n 98% of the kitchen/laundry products 

In Model 2 for kitchen/laundry products, we do not find 
a significant effect for product vintage or the specifications 
for product age We find a positive and significant effect for 
prior saddles, indicating that the hazard of a saddle 
increases significantly with the number of prior saddles in 
other countries We. dd not find a significant effect for dis- 
persion from mean penetration, thus, we do not find support 
for Ha; The positive and significant coefficient for eco- 
nomic contraction indicates that the hazard of the saddle 1s 
significantly higher during periods of economic contrac- 
tions, consistent with H, The coefficient of weighted patent 
counts 1s positive and significantly different from zero 
Therefore, the hazard of a saddle increases significantly 
during times of important technological advances, consis- 
tent with Hz In summary, for kitchen/laundry products, we 
find empirical support for two explanations, controlling for 
duration dependency and cross-country learning effects 


Model performance and out-of-sample prediction ‘The 
likelihood ratio tests and consistency of the model with the 
hypotheses provide support for the validity of the model To 
ascertain the out-of-sample predictive validity of the hazard 
model, we use a jackknife approach (similar to Golder and 
Tellis 1997) 1n the following way We reestimate Equation 1 
with the variables showing significant effects, n times, for 
each of the n products for which a saddle occurs, each time 
excluding one product Then, we use the estimated parame- 
ters of the model to predict the hazard of the start of the 
saddle for the excluded product The linear prediction 1s 
based on the value of the independent variables of the 
excluded product for that year and country We determine 
the estimated year of the start of the saddle to be when the 
probability of no saddle (the survival probabihty) falls 
below 60% The estimate for survival probability S,, after 
one year 1s (1 — h1,), after two years 1s (1 — hi,)(1 — hiş), and 
so on (Golder and Tellis 1997) Recall that we use a split 
population hazard model For this model, we account for 
the split population probability by refining the survival 
probability as c + (1 — c) x Sy, where c 1s computed from 
each 1teration of the estimation 

Using this approach, we make a prediction for the start 
of the saddle, for each product-country combination We 
compute the mean absolute deviation (MAD) in start of the 
saddle according to the differences between the predicted 
year and actual year of the start of the saddle across these 
product-country combinations. We carry out this analysis 
for four recent products 1n 19 countries, which actually 
expenence a saddle The mean absolute deviation 1n pre- 
dicted start of the saddle 1s 2 4 years This error 1s compara- 
ble to simular out-of-sample predictions hazard models, 
such as 2 years in Golder and Tells (1997) and 2 5 years ın 
Srinivasan, Lilien, and Rangaswamy (2005) 
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Hazard of Recovery 


The analysis of the hazard of recovery uses the 148 product— 
country combinations that experience the start of the saddle 
We observe a recovery in 120 product-country combina- 
tions Again, we run the split population hazard model sep- 
arately by product class We control for the effects of time 
using three variables “time since the start of the saddle” to 
account for duration dependence, the “year of commercial- 
ization” of a product in a country, and the "time from com- 
mercialization to saddle" to account for any dependence of 
duration with the prior event We control for cross-country 
learning effects by including a variable “prior recoveries,” 
which 1s the number of recoveries that occur in the previous 
year ın other countries for each product We examine the 
impact of business cycles and technological cycles using 
the measures described previously. For business cycles, we 
use the variable “economic expansion,” rather than “eco- 
nomic contraction" for ease of exposition 

Table 4 shows the estimates of the model for recovery 
for information/entertainment and kitchen/laundry products 
For information/entertainment products (Model 3), all three 
time indicators are significantly different from zero Time 
since the start of saddle has a positive and significant coef- 
ficient This result indicates that as the time since the start 
of the saddle increases, the product 1s more likely to see a 
recovery The coefficient of year of commercialization 1s 
negative and significantly different from zero This result 
indicates that a recovery 1s less likely ın the observation 
period for those products that were commercialized later 
Both these results are validated by the high censoring in 
recovery for newly introduced information/entertainment 
products For example, in the case of the DVD player, we 
Observe a recovery 1n just one of ten countries 1n which the 
saddle begins The coefficient of time from commercializa- 
tion to saddle 1s negative and significant, indicating that as 
the time to saddle decreases, the hazard of recovery 
increases The estimate for prior recoveries 1s positive and 
significant, indicating that a prior recovery ın another coun- 


TABLE 4 
Results of Split Population Hazard Model for 
E Recovery 
(3) Information/ (4) Kitchen/ 
Entertainment Laundry 
Explanatory Variables Products Products 


Year of commercialization — 220***(—2 73) — 022 (“1 27) 
Time since start of saddle — 222*** (3 73) 009 (51) 
Economic expansion 253 (73)  440* (182) 
Weighted patent counts 0002** (254) 000 ( 04) 


Time from 

commercialization 

to saddle —165** (-205) -017  (-85) 
Prior recoveries 270”” (244) —341* (-187) 
Constant 433 038*** (272) 4794 (119) 
Observations 362 837 
Log-likelihood —104 3 —242 0 
*p« 1 
“pe 05 
"pe 01 


Notes z-statistics are ın parentheses 


try may trigger a recovery ın the focal country The coeffi- 
cient of economic expansion 1s not significantly different 
from zero The coefficient for weighted patent counts 1s sig- 
nificant and positive, indicating that significant technologi- 
cal advances that occur during the saddle triggers recovery 
However note that this variable has a positive sign for both 
the start of the saddle and the recovery, contrary to what may 
be expected We discuss this result in a subsequent section 

Furthermore, the estimate of c ıs 11, indicating that 
11% of the product-country combinations may never 
experience a recovery ın sales The results of the chi bar- 
squared test statistic from the likelihood ratio test of Hyp c = 
O versus H; c > 0 finds that the Prob > chibar2 = 03 For 
example, VCRs ın Portugal and Spain experienced some 
growth after the start of the saddle but never recovered their 
initial peaks. Both products experience a decline in product 
sales by the end of the observation period 

In contrast, for kitchen/laundry products (Model 4), we 
find we only gain some insight on what may drive their recov- 
ery with the variable economic expansion (p « 10) To pro- 
vide further support for this result, 6096 of the products 1n this 
category see a recovery during times of economic expan- 
sion The estimate of c is close to 0 This result implies that 
all kitchen/laundry products eventually experience recovery 


Test of Robustness 


Alternative measure of saddle We first test the robust- 
ness of our results to an alternate measure of the start of the 
saddle proposed by Golder and Tellis (2004) and Stremer- 
sch and Tellis (2004), which they term as slowdown These 
authors operationalize start of the saddle as the first year of 
two consecutive years, after takeoff, in which sales are level 
with, or lower than the highest previous sales We find 159 
occurrences of the event using this rule, and in 25 cases 
(1696), we 1dentify an earlier year of the start of the saddle 
with this new measure We rerun the regressions using this 
new rule for the start of the saddle For both product 
classes, the split population model does not converge, and 
we use the standard discrete-time proportional hazards 
model For information/entertainment products, the results 
(Model 1 ın Web Appendix C at http //www marketingpower 
com/jmjuly11) show support for the chasms theory but not 
the theories of economic or technological cycles For 
kitchen/laundry products (Model 2 ın Web Appendix C), the 
results show support for all three theories However, the 
measure for the start of the saddle does not require a fixed 
percentage drop for the saddle to occur and thus 1s a weaker 
measure Moreover, the model based on this measure 1s 
unable to detect a significant proportion where the event 
never occurs Thus, our original measures provide a better 
test of the three theories 


Alternative measure of economic cycles We test the 
robustness of the analysis to an alternate measure capturing 
economic cycles, using economic growth rather than eco- 
nomic contraction, which 1s based on the Hodrick and 
Prescott (1997) filter We use the percent growth rate in 
GDP to capture economic cycles, similar to Golder and 
Tellis (2004) Next, we create an indicator variable termed 
“economic growth contraction” for the state of the econ- 


omy We set this indicator variable to 1 for decreases 1n the 
growth rate of GDP corresponding to contractions and 0 
otherwise A positive coefficient for this measure 1n the haz- 
ard model would imply that the likelihood of a saddle 
increases during periods of lower economic growth The 
results for information/entertainment products indicate sup- 
port for the explanations of chasms and technological cycles, 
similar to Table 3, as well as economic cycles (Model 3 in 
Web Appendix C at http //www marketingpower com/ 
jmjyuly11) For kitchen/laundry products (Model 4 ın Web 
Appendix C), using the discrete-time proportional hazard 
model, we find support for the theories of economic and 
technological cycles only, consistent with the prior results 


Alternative hazard model specification We examine the 
robustness of tbe analysis of the start of the saddle to the 
presence of unobserved heterogeneity Using the same data 
set, we estimate by maximum likelihood two discrete time 
proportional hazards regression models, one for kitchen/ 
laundry products, one for information/entertainment prod- 
ucts, incorporating a gamma mixture distribution to sum- 
marize unobserved individual heterogeneity 

Specifically, the discrete time hazard rates for product- 
country combination 1 ın each duration interval t= 1, ,t 1 
are as follows 


(6) hy, = 1 — exp{—exp[D(t) + bX; + log(e,)]}, 


where X, 1s a vector of covariates, b is a vector of parame- 
ters to be estimated, D(t) 1s a function describing duration 
dependence in the hazard common to each 1, and e, 1s a 
Gamma distributed random variable with unit mean. and 
variance v = s2 We specify a flexible functional form of the 
duration dependence as D(t) = t + t? + logt, consistent with 
Table 3 We use the PGMHAZ procedure developed by 
Jenkins (1997) 1n STATA to estimate the models 

The results are 1n Models 5 and 6 1n Web Appendix C 
The size of the variance of the gamma muxture distribution 
relative to its standard error suggests that unobserved 
heterogeneity is not significant in this data set The split 
population models in Table 3 have lower log-likelihoods 
and AIC scores, in addition to being able to detect the pro- 
portion of products that never experience the saddle 


Inclusion of product-specific and regional dummies 
We include product specific dummies to capture the 
effects of any product-specific variable not accounted for in 
our data (Models 7 and 8 1n Web Appendix D at http // 
www marketingpower com/jmjuly11) The results for both 
information/entertainment and kitchen/laundry products 
remain consistent with prior results The split population 
hazard model for information/entertainment products do not 
detect a significant proportion of cases 1n which the saddle 
does not occur Similarly, we include region-specific dum- 
mies and the results remain consistent (Models 9 and 10 in 
Web Appendix D) The results remain substantially similar 
to prior results The split population hazard model for infor- 
mation/entertainment products do not detect any significant 
proportion of cases 1n which the saddle do not occur 


Inclusion of a different specification of time We test the 
robustness of the analysis to the inclusion of a linear 
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specification of time (D(t) = t) 1n the hazard model (Models 
11 and 12 in Web Appendix D) The results for 1nforma- 
tion/entertamment products remain consistent with prior 
results We determine a c of 6% with a Prob > chibar2 = 
O0 The results for kitchen/laundry products are substan- 
tially similar The coefficient of dispersion 1s now negative 
and significantly different from zero, indicating support for 
all three theories for kitchen/laundry products 


Discussion 
Key Findings 


A saddle 1s a phenomenon characterized by a sudden, sus- 
tained, and deep drop 1n sales of a new product, after a period 
of rapid growth following takeoff, followed by a gradual 
recovery to the former peak We model both turning points 
of the saddle We explore the generalizability of the saddle 
across an extensive data set of 156 product-country combina- 
tions (from ten categories across 19 countries) over several 
decades This presents as yet the most comprehensive study of 
this phenomenon Our key empincal findings are as follows 


1 The saddle 1s pervasive across countnes The onset of the 
saddle occurs in 148 of 156 product—country combinations 


2 The average time from takeoff to start of the saddle 1s 9 years, 
and average depth of the saddle 1s 29% The average pene- 
tration at saddle 1s 26% for the 52 information/entertainment 
products that experience a saddle and 33% for the 96 
kitchen/laundry products that experience a saddle 


The duration of the saddle 1s 6 6 years for the 36 information/ 
entertainment products and 8 5 years for the 84 kitchen/ 
laundry products that experience a recovery 1n sales 

4 There 1s a growing convergence ın the year of the saddle and 
the time from takeoff to saddle over time and across countries 


5 For the start of the saddle, results support the explanations 
of chasms and technological cycles for information/ 
entertainment products and the explanations of business 
cycles and technological cycles for kitchen/laundry products 


6 Recovery to the initial peak occurs ın 120 of the 148 product- 
country combinations that experience a saddle, with the 
others being censored 


7 The results 1ndicate that a recovery for information/ 
entertainment products 1s influenced by the year of com- 
mercialization, time from the start of the saddle, time from 
commercialization to the start of the saddle, and technolog- 
ical cycles, but not economic expansions, in contrast, a 
recovery for kitchen/laundry products may be influenced by 
economic expansions 


UJ 


Contributions 


Why does the saddle occur? Our review of the literature 1den- 
tifies three explanations for the saddle chasms ın adopter seg- 
ments, business cycles, and technological cycles For kitchen/ 
laundry products, we find support for two explanations 
business cycles and technological cycles For ınformatıon/ 
entertainment products, we find support for two explana- 
tions chasms in adopter segments and technological cycles 
We make an important theoretical contribution by build- 
ing a common bridge across the differing explanations for 
the saddle Prior research has posited conflicting explana- 
tions for the saddle Golder and Tellis (2004) find that GDP 
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growth, which they use to measure 1nformation cascades, 
has an 1mportant impact on the saddle, while Goldenberg, 
Libai and Muller (2002) support the chasms explanation 
The latter authors also mention that technological factors 
may drive the saddle but do not test this explanation By 
analyzing product classes separately, we find that economic 
cycles, technological cycles, and chasms 1n adopter seg- 
ments are all valid explanations but that they have a differ- 
ential impact across product classes 

The impact of business cycles on the occurrence of the 
saddle 1s significant for kitchen/laundry products but not Sig- 
nificant for 1nformation/entertamment products There are 
two probable reasons for these findings First, ın general, 
kitchen/laundry products are higher-priced than 1nformation/ 
entertainment products and thus are more susceptible to 
economic contractions Second, information/entertainment 
products are more visible and socially significant and thus 
less susceptible to economic contractions Moreover, we 
find that for information/entertamment products, recovery 
is not related to periods of economic expansion However, 
for kitchen/laundry products, recovery 1s more likely to 
occur during periods of economic expansion This finding 
supports prior studies that have established a close relation- 
ship between sales and economic growth (e g , Deleersnyder 
et al 2004) However, our contribution 1s that we found an 
asymmetric impact of economic cycles on the two classes 
of products Moreover, compared with the typical length of 
economic contractions lasting anywhere between 6 and 16 
months (reported by the National Bureau of Economic 
Research) the duration of the saddle 1s substantially longer 
lasting— on average, 6 5 years for 1nformation/entertamment 
products and 8 5 years for kitchen/laundry products 

The impact of dispersion, capturing the communication 
chasm between adopter segments, seems to matter for 
information/entertainment products but not kitchen/laundry 
products A probable reason 1s that the differences in the 
innovativeness and characteristics across consumer adopter 
segments may be stronger for information/entertainment 
products, which tend to be high technology products For 
kitchen/laundry products, which are less visible, word-of- 
mouth communication may be stronger and sustained and 
thus less discontinuous 

We make an important contribution by modeling the sec- 
ond boundary point of the saddle recovery For the categories 
that do experience the start of a saddle, we examine whether 
recovery occurs and the factors driving such a recovery, 
using a second split population discrete time hazard model 
The split population hazard model indicates that a full recov- 
ery may not always occur for ınformatıon/entertamment 
products Thus, what may appear to be a temporary saddle 
may 1n certain conditions lead to a permanent decline 1n the 
product category We observe this phenomenon in some 
instances for the VCR product category and conjecture that 
the likely recovery was thwarted by the takeoff of sales of 
the DVD player Similarly, our operationalization of both 
boundary points allows us to account for potential saddles 
in recent products, such as the DVD player In the United 
States, a lead market, our data indicate that DVD players 
have seen both the slump and the recovery Such a recovery 
ıs widely expected in other countries, from our reading of 


individual countries! product reports Furthermore, from a 
modeling perspective, our analysis indicates that it 1s 
important to account for the notion that certain products 
may never experience the start of a saddle, or if they do, 
may never experience a recovery to the former peak Our 
study 1s the first to use the split population model to exam- 
me these turning points 1n the product life cycle 


Implications 


The findings of our study may provide managers with a bet- 
ter understanding on the processes that underlie diffusion in 
the early stages of the product life cycle There are four 
main implications of these findings First, our study ındı- 
cates that the saddle 1s a fairly pervasive phenomenon that 
affects most new products Thus, growth 1s not perennial 
At the same time, recovery 1s also very likely We provide a 
model to determine the hazard of these two events and a set 
of explanatory variables that determine what drives these 
events Using the values of the independent variables for a 
new product and estimates of the parameters of the signifi- 
cant coefficients of the hazard model published here, man- 
agers can use the model to predict the hazard of the start or 
end of the saddle for their own new product In addition, 
this study provides statistics that 1ndicate the occurrence, 
depth, and duration of the saddle Managers can use such 
predictions and statistics to better plan manufacturing, 
inventory, and marketing for recovery from the phenome- 
non or to sustain continuity of new product growth 

Second, managers should be cognizant of the system- 
atic differences between kitchen/laundry products (and per- 
haps other simular utilitarian products) and information/ 
entertainment products Although product managers may 
worry that an economic recession may lead to a reversal in 
growth of a new product category, our analysis suggests 
that producers of information/entertainment products may 
need to worry less about the specific impact of recessions, 
compared to producers of kitchen/laundry appliances How- 
ever, they may need to devote more attention to generating 
a sustained word-of-mouth momentum Producers and mar- 


keters of kitchen/laundry products may need to pay greater 
attention to the ımpact of economic cycles 

Third, our findings point out a dramatic convergence 1n 
some aspects of the saddle across countries These findings, 
coupled with previous findings on convergence of takeoff 
of new products, suggest increasing synchronization of new 
product growth across countries We suspect that this phe- 
nomenon could result from greater globalization 1n addition 
to synchronization of launch strategies across countries 
Although global companies can hope to balance slowing 
sales in one country with growth in another country, sımul- 
taneous or near saddles may pose a grave challenge to new 
product managers, especially of kitchen/laundry products 
Global marketing managers should be cognizant of saddles 
and recoveries 1n all countries Fourth, our analysis suggests 
that technological innovations are an important driver of the 
recovery from a saddle Thus, managers should consider the 
1mportance of innovation for recovery, in addition to the tra- 
ditional marketing mix variables of pricing and advertising 


Limitations 


This study has some limitations First, our dispersion mea- 
sure 1s a heuristic that does not directly capture the discon- 
tinuities ın word-of-mouth communication across adopter 
segments Instead, 1t 1s a proxy that captures the location of 
the chasm However, our results map on to some of the key 
findings from multi-segment sales diffusion models from 
earlier studies (e g , Goldenberg, Libat, and Muller 2002, 
Muller and Yogev 2006) There 1s a need for 1n-depth sur- 
veys to trace and analyze such points of transitions and con- 
tribute to our understanding of chasms Second, our data do 
not enable us to control for several marketing variables such 
as price, advertising, and distribution Third, we do not ana- 
lyze the impact of entry and exit of firms during takeoff and 
growth, because these data are not available across countries 
for this extended time period. Fourth, we could not measure 
information cascades directly as an explanation of the sad- 
dle All these remain useful areas for further research 


DR 
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Creating emotional brand attachment is a key branding issue in today’s marketing world One way to accomplish 
this is to match the brand's personality with the consumer's self A key question, however, is whether the brand's 
personality should match the consumer's actual self or the consumer's ideal self On the basis of two empirical 
studies of 167 brands (evaluated by 1329 and 980 consumers), the authors show that the implications of self- 
congruence for consumers' emotional brand attachment are complex and differ by consumers’ product involvement, 
consumers’ individual difference variables, and the type of self-congruence (fit of the brand’s personality with the 
consumer's actual self versus with the consumer's ideal self) On a general level, actual self-congruence has the 
greatest impact on emotional brand attachment Product involvement, self-esteem, and public self-consciousness 
Increase the positive impact of actual self-congruence but decrease the impact of ideal self-congruence on 
emotional brand attachment The authors discuss important managerial and academic implications of these 
findings 
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ncreasingly, companies are searching for ways to create messages (Gilmore and Pine 2007), and many marketing 
f strong emotional brand connections with consumers T his managers seem to increasingly favor an authentic approach 

is motivated by the finding that such connections lead to to branding Nevertheless, other companies still create emo- 
higher levels of consumer loyalty, which increases com- tional connections with campaigns that focus on ideal 
pany financial performance (Park et al 2010) For example, beauty In other words, the “ideal self" seems to remain 
cosmetics companies have communicated for years to con- important because many consumers like brands that do not 
sumers that using their products will make them more fit with their actual reality but, rather, represent an aspiration 
attractive and beautiful and bring them closer to realizing (as a means of self-ımprovement, Sirgy 1982) Thus, both 
an ideal vision of themselves (an “ideal self") More strategies could be effective, depending on the situation. In 
recently, however, Unilever's Dove line has used models light of this, a key question 1s which strategy to use and 
who are more average in appearance, presumably corre- when to use it to strengthen emotional brand attachment 
sponding more closely to how the majority of consumers A key concept for investigating this question 1s the con- 
actually see themselves (an “actual self") This approach hit cept of “self-congruence” (1 e , a fit between the consumer's 
a nerve with many consumers, causing them to form a self and the brand's personality or image, Aaker 1999, 
strong emotional connection with the brand Thus, the Sirgy 1982) It has been suggested that self-congruence can 
“actual self’ seems to be growing in importance to con- enhance affective, attitudinal, and behavioral consumer 
sumers looking for reality and authenticity in marketing responses to the brand (e g , Aaker 1999, Grohmann 2009) 
—.osSo”C“5”C”o5£5$£——— In partıcular, because the consumer”s self-concept must be 
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self), and when should they pertain to the real (actual) self 
of consumers? Thus, our study has two research objectives 
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(1) to understand the implications and the relative impact of 
consumers’ actual versus ideal self-congruence on emo- 
tional brand attachment and (2) to gain insight into how the 
effect of actual versus ideal self-congruence on consumers’ 
emotional brand attachment varies across different contexts 
and consumers 

Previous research on consumer-brand relationships has 
clearly demonstrated that understanding the emotional com- 
ponents of such relationships 1s highly relevant to both mar- 
keting academics and practitioners (e g , Fournier. 1998) 
The feelings that a brand generates have the potential to 
strongly differentiate one brand from another, especially as 
consumers usually emotionally attach to only a limited num- 
ber of brands (Thomson, MacInnis, and Park 2005) Our first 
objective contributes to the knowledge regarding the devel- 
opment of such an emotional brand attachment According 
to Park et al (2010, p 36), “Given the uniquely strong 
effects of brand attachment  , additional research 1s needed 
on how marketers can enhance brand attachment " In terms 
of our second objective, we examine the consumers' prod- 
uct involvement, self-esteem, and public self-consciousness 
as moderators of the relationship between (actual and 1deal) 
self-congruence and emotional brand attachment This sec- 
ond research objective 1s especially relevant for marketing 
managers ın providing guidance on which strategy to use in 
a particular situation 


Conceptual Framework 


Figure 1 presents our conceptual framework Note that both 
actual and 1deal self-congruence affect the consumer's emo- 
tional brand attachment However, the 1nfluence of actual 
and 1deal self-congruence may vary, depending on the con- 
sumer's level of product involvement, self-esteem, and pub- 
lic self-consciousness 

Our central assumption 1s that consumers use products 
as a Way to define themselves to others and purchase brands 
with a particular personality to express their self-concept 
(Aaker 1999, Belk 1988) The concept of brand personality 


FIGURE 1 
Proposed Framework Linking 
Self-Congruence to Emotional Brand Attachment 
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attributes human characteristics or traits to a brand on the 
basis of a consumer's perception of that brand (Aaker 1997, 
Geuens, Weijters, and De Wulf 2009, Grohmann 2009) 
Specifically, it has been suggested that brand personahty can be 
instrumental in helping consumers express their self-concept 
and provide a sense of comfort to consumers who have found a 
brand that “fits” their self-concept (Aaker 1999, Sırgy 1982) 

The self-concept 1s defined as the cognitive and affec- 
tive understanding of who and what we are and can take 
two forms the “actual self" and the “ideal self " The actual 
self 1s based on the perceived reality of oneself (1e , who 
and what I think I am now), whereas the ideal self is shaped 
by imagination of 1deals and goals related to what a person 
believes that he or she would like to be or aspire to become 
(Lazzarı, Froravanti, and Gough 1978, Wylie 1979) Father 
way, the consumer can achieve self-congruence by consum- 
ing a brand with a personality that he or she regards as sim- 
ilar to either the actual or 1deal self Actual self-congruence 
reflects the consumer's perception of the fit between the 
actual self and the brand's personality, whereas 1deal self- 
congruence 1s the perceived fit of the brand personality with 
the consumer’s ideal self (Aaker 1999) An actually self- 
congruent brand reflects who the consumer actually ıs 
(“this brand’s personality 1s like who I really am"), whereas 
an ideally self-congruent brand reflects who the consumer 
would like to be (“this brand’s personality ıs like who I 
would like to be") 

The dependent variable in our framework 1s “emotional 
brand attachment” In psychology, attachment 1s an emotion- 
laden bond between a person and a specific object (Bowlby 
1979) In a marketing context, people can also build and 
maintain emotionally charged relationships with brands (Belk 
1988, Fournier 1998) Thus, emotional brand attachment 
reflects the bond that connects a consumer with a specific 
brand and mvolves feelings toward the brand These feelings 
include affection, passion, and connection (Thomson, Mac- 
Innis, and Park 2005), which represent “hot” affect from the 
brand’s linkage to the self (Mikulincer and Shaver 2007) 

We examine three moderators of the relationship 
between the type of self-congruence and emotional brand 
attachment product involvement, self-esteem, and public 
self-consciousness As we argue in the “Hypotheses” sec- 
tion, each of these variables has an important motivating 
impact on the link between self-congruence and emotional 
brand attachment Understanding these interaction effects 
can have important implications for the design and imple- 
mentation of a brand personality 

Product involvement has important implications for 
consumer information processing and has been shown to be 
an important contingency variable for the success of vari- 
ous marketing strategies and activities (e g , MacInnis and 
Park 1991, Petty and Cacioppo 1986) According to Celsi 
and Olson (1988, p 211), “a consumer's level of involve- 
ment with an object, situation, or action 1s determined by 
the degree to which s/he perceives that concept to be per- 
sonally relevant" (see also Zaichkowsky 1985) Similarly, 
Park and Young (1986, p 11) state that “most researchers 
agree that the level of 1nvolvement can be understood by 
the degree of personal relevance or importance " In addi- 
tion, Richins and Bloch (1986) define involvement in terms 


of the consumer’s degree of interest or arousal for a given 
product On the basis of these previous studies, we define 
product involvement as the personal relevance of the prod- 
uct, which 1s determined by the extent to which the product 
is interesting and important to the consumer 

When personally relevant knowledge 1s activated 1n mem- 
ory, a motivational state 1s created that energizes or drives con- 
sumers’ cognitive behavior (eg, attention, comprehension, 
information search, Celsi and Olson 1988) or affective responses 
(e g , emotions, Park and Young 1986) Thus, product 1nvolve- 
ment 1s perceived by consumers rather than inherent within the 
product itself Although there are products that on average 
(across various consumers) are high or low involvement, the 
actual level of involvement is still defined individually In other 
words, involvement resides within the consumer but 1s influ- 
enced by the product For example, most people would consider 
Procter & Gamble’s product line to consist of “low-involvement 
products” (e g , soap, laundry detergent), but the firm has two 
panels of 750,000 consumers (one of teenagers, the other of 
mothers) who advise the company about its brands on a regular 
basis through the Internet Clearly, these products are of higher 
involvement for these people (Marsden 2006) 

Self-esteem refers to a person’s overall evaluation of 
his or her worthiness as a human being (Rosenberg 1979) 
Traditionally, self-esteem has been conceptualized as a uni- 
dimensional construct that represents an “overall positive- 
negative attitude toward the self” (Tafarodi and Swann 
1995, p 322) People with high self-esteem like, value, and 
accept themselves, imperfections and all Low self-esteem 
represents an unfavorable definition of the self However, 
each of us 1s strongly driven to feel good about ourself, and 
we try to maintain and enhance our self-esteem (for a 
review, see Wylie 1979) In the current context, one way to 
do so 1s to consume brands that are congruent with either 
our actual or ideal self-view (Sirgy 1982) 

Fenigstein, Scheier, and Buss (1975) conceptualize 
public self-consciousness as the awareness of the self as a 
social object or the awareness that others are aware of the 
self Thus, people with high public self-consciousness are 
more aware of how others perceive them and try harder to 
create a favorable public 1mage (Scherer 1980) Public self- 
consciousness has been used previously in consumer behav- 
ior contexts to assess a person's awareness of and concern 
with his or her self-image and self-appearance in public 
(e g , Gould and Barak 1988) Because self-image 1s 1mpor- 
tant to publicly self-conscious people, we assume that this 
variable will moderate the relationship between type of 
self-congruence and emotional brand attachment 


Hypotheses 


Main Effects of Actual and Ideal Self-Congruence 
on Emotional Brand Attachment 


Our first two hypotheses refer to the impact of actual and 
ideal self-congruence on emotional brand attachment Ona 
general level, we can state that the brand’s personality 
(which 1s the point of reference for self-congruence) pro- 
vides the basis for the consumer’s affection toward the 
brand by animating and humanızıng the underlying brand 


(Fournier 1998) Some basic theoretical arguments support 
the impact of actual and ideal self-congruence on emotional 
brand attachment First, self-congruence belongs to a 
broader class of cognitive-consistency theories (Festinger 
1957, Heider 1946) that suggest that people strive for con- 
sistency ın their beliefs and behaviors because inconsis- 
tency produces feelings of unpleasantness and tension 
Applying these theories to the current context, consumers 
are motivated to hold a set of beliefs about themselves (self- 
concept) that motivate them to act 1n ways (e g , prefer, pur- 
chase, and use brands with a matching brand personality) 
that reinforce their self-concept 

Furthermore, self-expansion theory (Aron et al 2005) 
posits that people possess an inherent motivation to incorpo- 
rate others (1n our context, brands) into their conception of 
self The more an entity (brand) 1s part of a person’s self- 
definition, the closer 1s the emotional bond In the consumer 
behavior literature, emotional attachment has been inher- 
ently tied to the consumers' self-concept (Kleine, Kleine, 
and Kernan 1993) Some scholars have argued that brand 
attachment depends on the degree to which consumers view 
the brand as being part of themselves and reflecting who they 
are (eg , Park et al 2010) The more the brand reflects the 
consumer”s self (1e, self-congruence) and the greater the 
personal connection the consumer feels between the self and 
the brand, the stronger his or her brand attachment becomes 

The general arguments we have discussed apply to both 
actual and 1deal self-congruence What differentiates them 
is the underlying motive In terms of actual selt-congruence, 
self-verification theory (Swann 1983) indicates that people 
are motivated to verify, validate, and sustain their existing 
self-concepts They search for experiences that affirm their 
sense of self and avoid those experiences that threaten their 
sense of self (the self-verification motive, see Swann 1983, 
Swann, Stein-Seroussi, and Giesler 1992) Self-verfication 
leads to positive self-evaluations and positive evaluations of 
others that facilitate attachment to others (Burke and Stets 
1999) In addition, the self-verification motive leads people 
to behave 1n ways consistent with how they see themselves 
(1e , their actual self, Lecky 1945) One way to accomplish 
this 1s to consume a brand with a personality that 1s congru- 
ent with the actual self, which results 1n positive reinforce- 
ment for the consumer and leads to positive feelings about 
the brand and greater emotional brand attachment 


H, Actual self-congruence has a positive effect on emotional 
brand attachment 


In terms of ideal self-congruence, self-enhancement has 
been identified as people’s underlying tendency to seek 
information that increases their self-esteem (Ditto and 
Lopez 1992) Self-enhancement theory assumes that people 
are motivated to increase their feelings of personal worth 
(the self-enhancement motive, Sedikides and Strube 1997) 
This motive drives people to approach their aspirations (1 e , 
their 1deal self) to enhance their self-esteem (Higgins 1987) 
A brand with a personality that reflects consumers’ ideal 
selves can support them 1n their self-enhancement activities 
by giving them the feeling of getting closer to their ideal 
self (Grubb and Grathwohl 1967) Thus, if the consumer 
sees his or her aspirations and dreams embodied ın a brand 
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( € , ideal self-congruence), he or she will be attracted to 
that brand (see also Boldero and Francis 2002) and become 
emotionally attached to 1t 


Hz Ideal self-congruence has a positive effect on emotional 
brand attachment 


Helative Effect of Actual and Ideal Self-Congruence 
on Emotional Brand Attachment 


If H; and H, both hold and the actual and ideal self- 
congruence both have potential positive effects on the con- 
sumer's emotional brand attachment, the next logical ques- 
tion 1s whether actual or ideal self-congruence 1s more 
important for the consumer’s emotional brand attachment 

To develop this next hypothesis, we draw on construal- 
level theory (Liberman and Trope 1998) Construal-level 
theory suggests that the greater a person’s psychological 
distance from an object (e g , a brand) or event (temporal, 
spatial, hypothetical, or social distance, Liberman, Trope, 
and Stephan 2007), the greater is the likelihood that he or 
she will mentally conceptualize this object or event in an 
abstract way (a so-called high-level construal) rather than in 
a concrete way (a low-level construal) When an object 1s 
further removed from a person's reality (1e, psychologi- 
cally distant), he or she tends to have less available and reli- 
able information about 1t, which leads to the formation of a 
more abstract and schematic representation of the object In 
contrast, when an event occurs 1n the “here and now” (a 
low-level construal), an 1ndividual tends to have a lot of 
information about 1t (he or she 1s, after all, currently experi- 
encing it) and therefore thinks of it in concrete terms that 
make use of all the rich and contextualized detail 
available (Trope, Liberman, and Wakslak 2007) 

Construal-level theory has generated significant research 
in consumer behavior, including studies on brand exten- 
sions (Kim and John 2008) It may also play a role 1n the 
relative 1mportance of actual versus 1deal self-congruence 
for emotional brand attachment Specifically, the actual and 
ideal selves are associated with certain levels of psycholog- 
1cal distance, which then affect the construal level and the 
degree of emotional brand attachment 

In general, consumers perceive their actual self as 
something psychologically close (1e , lower psychological 
distance) and their 1deal self as something psychologically 
more distant Several arguments support this view (see 
Liberman, Trope, and Stephan 2007) First, psychologically 
distant things are those not present in an individual's direct 
experience of reality They may be thought of or con- 
structed, but they cannot be experienced directly Second, 
an 1deal self-view refers to something that takes place fur- 
ther 1nto the future (versus the actual, which 1s viewed in 
the here and now) Third, the ideal self is shaped by imagi- 
nation of ideals and goals related to what an individual 
believes he or she would like to be (Wylie 1979), and thus 
1s hypothetical (further away from reality) and less likely to 
occur than a consumer's actual self Because one does not 
know the precise way a distant (ideal) self will manifest 
itself, this 1mprobable event seems more distant than a 
probable event and therefore has greater psychological dis- 
tance (Trope, Liberman, and Wakslak 2007) In other 
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words, the actual self 1s more probable (psychologically 
closer), whereas the 1deal self 1s something desirable (psy- 
chologically more distant) Furthermore, the regulatory 
focus literature suggests that promotion goals (e g , 1deal 
self-congruence) are perceived as more temporally removed 
(1e , psychologically distant) from the present than preven- 
tion goals (Pennington and Roese 2003) 

The psychological distance associated with the 1deal or 
actual self can then be transferred to the underlying self- 
congruent brand If a consumer perceives a certain level of 
congruence between the 1deal self and the brand, this brand 
1s psychologically more distant than a brand that the con- 
sumer perceives to be congruent with his or her actual self 
Hence, the brand 1s psychologically closer in the case of 
actual self-congruence As a consequence, the consumer 
will mentally construe an actual self-congruent brand on a 
lower construal level (1e , concretely with many details) 
When a brand's personality 1s close to a consumer's ideal 
self, ıt 1s linked with an abstract and high-level mental con- 
strual These differing psychological distances and con- 
strual levels have an 1mpact on the consumer's emotional 
brand attachment because psychological distance and affect 
are inextricably linked Empirically, ıt has been shown that 
distance reduces the affective intensity of stimuli, and dis- 
tant future events (1e , abstract and high-level construals) 
are rated lower 1n experienced affect than near future events 
(1e, concrete and low-level construals) (Williams and 
Bargh 2008) On the basis of these considerations, we 
hypothesize the following 


Hz Actual self-congruence has a stronger effect on emotional 
brand attachment than 1deal self-congruence 


Moderating Effects 


It 1s important to note that the hypothesized effects 1n H, 
through Hz may not be equally pronounced for all people 
In other words, these effects may be stronger for those with 
certain characteristics or predispositions Thus, we further 
explore three key variables that might moderate the rela- 
tonship between self-congruence and emotional brand 
attachment 

Our first hypothesized moderator of the relationship 
between self-congruence and emotional brand attachment 1s 
product involvement As we outlined 1n the context of H}, 
actual self-congruence increases emotional brand attach- 
ment because ıt supports a consumer ın his or her aim for 
self-verificatıon According to research ın psychology, self- 
verification requires substantial cognitive effort and 15 more 
likely to occur when people are motivated to process deeply 
(Swann et al 1990) Thus, consumers with high product 
involvement will be more motivated to 1nvest the cognitive 
effort required for self-verification (Petty and Cacioppo 
1986) 

Furthermore, motivation for self-verification tends to be 
more important among consumers with high product involve- 
ment For example, in the context of interpersonal relation- 
ships, Hixon and Swann (1993) find that people tend to 
prefer self-verifying partners when they perceive the conse- 
quences of choosing an interaction partner to be 1mportant 
Choosing self-verifying partners requires a certam amount 


of self-reflection and thus more cognitive effort because the 
person must access his or her own self for a comparison 
process (Hixon and Swann 1993) Because previous 
research has indicated that brand relationships often take on 
the characteristics of interpersonal relationships (Fournier 
1998), consumers will be more likely to prefer self-venfying 
brands (1e , with a high actual self-congruence) when 
involvement 1s high In addition, the increased cognitive 
effort leads to a greater incorporation of the brand into the 
consumer’s self-concept As we mentioned previously, when 
this occurs the consumer feels a greater personal connection 
between the self and the brand, resulting 1n a stronger emo- 
tional brand attachment 

When involvement 1s low, consumers may not be will- 
ing to process deeply and therefore do not engage in the 
cognitive elaboration required to engage ın self-verification 
In this case, the product 1s not 1mportant enough for con- 
sumers to invest the effort of choosing the brand as a self- 
verifying brand relationship partner As a result, these con- 
sumers are less likely to make the connection between the 
brand and their actual self and therefore are less likely to 
form an emotional brand attachment, which leads to the fol- 
lowing hypothesis 


H4, Product involvement strengthens the relationship between 
actual self-congruence and emotional brand attachment 


Alternatively, in the case of ideal self-congruence, we 
argue that the 1mpact on emotional brand attachment 1s 
weakened by the consumer's product involvement As we 
discussed ın the context of H,, the self-enhancement 
process that results from the consumption of ideally self- 
congruent brands increases the consumer’s emotional brand 
attachment 

Our first line of reasoning 1s based on interpersonal 
relationship theory According to research ın this area, self- 
enhancement 1s more likely to occur when cognitive capac- 
ity 1s limited (Swann et al 1990), which 1s the case when 
product involvement 1s low (Petty and Cacioppo 1986) In 
other words, people tend to like self-enhancing interaction 
partners when there ıs little self-reflection (1e , when the 
selection of the interaction partner does not have important 
consequences, Hixon and Swann 1993) This occurs 
because the choice of a self-enhancing interaction partner 1s 
much easier to make (in comparison to a self-verifying part- 
ner) In other words, because the person does not have to 
access his or her own self for a comparison process, the 
positive image of the interaction partner 1s used as an indi- 
cator for potential self-enhancement Translating this to a 
branding context, consumers with low product involvement 
should prefer self-enhancing brands (1e , with a high 1deal 
self-congruence) because they can use the brand's positive 
image for self-enhancement without elaborating ın detail 
about their own ideal self 

In addition, these effects are consistent with the self- 
evaluation—maintenance model of Tesser (1988), which 
examines the processes through which people can maintain 
positive self-evaluations when facing potentially threaten- 
ing comparisons with others When relevance is high, 
consumers are more likely to engage 1n an upward comparison 
process and relate themselves to ideal others When this 


occurs, the better performance of the ideal person 1s a threat 
to self-evaluation and can cause negative emotions In this 
case, a person will put distance between him- or herself and 
the ideal other In the present context, the mage of the ideal 
brand could be threatening to highly involved consumers 
and cause negative emotions as well, which makes con- 
sumers aware that they have not achieved their ideal 

However, when relevance 1s low, people are less likely 
to engage 1n a detailed comparison process, rather, a heuris- 
tic reflection process 1s more likely to be used, in which the 
self 1s assimilated with the other and the person can “bask 
ın the reflected glory" of the other's successes (Cialdini 
etal 1976, p 366) The same process can occur 1n a brand- 
ing context According to MacInnis and De Mello (2005), 
brands or products that envision ideals can be sources of 
hope and promote status, desires, symbolic self-completion, 
and enhanced self-esteem When involvement 1s low, con- 
sumers can simply experience the positive emotions (such 
as hope) associated with the brand, thereby 1ncreasing their 
emotional brand attachment These arguments lead us to the 
following hypothesis 


Hay Product involvement weakens the relationship between 
1deal self-congruence and emotional brand attachment 


Our second hypothesized moderator of the relationship 
between self-congruence and emotional brand attachment 1s 
self-esteem Work in psychology indicates that all people 
strive to maintain a positive self-concept (Brown, Collins, 
and Schmidt 1988) Self-esteem 1s considered one of the 
strongest psychogenic needs, and people are strongly driven 
to feel good about themselves People high in self-esteem 
evaluate their actual self as positive (1e, positive self- 
conceptions, Kernis 2003) and seek to confirm their actual 
self-views On the basis of these self-verificatıon processes, 
they will feel closer to a brand that reflects their actual self 
Thus, self-verification leads to more positive feelings 
toward the underlying brand People with low self-esteem 
perceive their actual self as more negative, and they are less 
likely to make an emotional connection with brands that 
come close to their actual self, because linking a brand to a 
self that 1s perceived as negative generates negative feel- 
ings Thus, we hypothesize tbe following 


Hs, Self-esteem strengthens the relationship between actual self- 
congruence with a brand and emotional brand attachment 


In the case of 1deal self-congruence, self-enhancement 
strategies become central In particular, people with low 
self-esteem are more likely to have a gap between their 
actual and ideal selves (Higgins 1987) Self-enhancement 1s 
a way to reduce this discrepancy (e g , Markus and Wurf 
1987) According to self-discrepancy theory (Higgins 1987), 
reducing the discrepancy between actual and ideal selves 
(1e, getting closer to the ideal self) can generate positive 
emotions toward the cause of such a self-enhancement In 
other words, connecting with brands that embody an ideal 
personality 1s a self-enhancing strategy for consumers who 
are dissatisfied with their actual self (1 e , low self-esteem) 
This strategy makes consumers feel that they get closer to 
their ideal self, which bolsters their self-confidence and 
leads to positive emotions toward the underlying brand For 
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example, Solomon (1983) provides the example of adoles- 
cent boys’ use of “macho” products such as cars, clothing, 
and cologne to bolster their fragile masculine self-concepts 
Thus, a brand that ıs similar to a person's ideal self may be 
used to bolster his or her self-confidence (which 1s emotion- 
ally pleasing), which ın turn can increase the emotional 
attachment to that brand 

People with high self-esteem rarely attempt to bolster 
their feelings of worth because their actual-ideal self- 
discrepancy tends to be low (Higgins 1987) As a conse- 
quence, they are less likely to engage in self-enhancement 
strategies and therefore do not experience the positive emo- 
tions that result from such a symbolic self-improvement 
Thus, they are less likely to develop a strong emotional 
attachment with self-enhancing brands 


Hs, Self-esteem weakens the relationship between ideal self- 
congruence and emotional brand attachment 


Our third hypothesized moderator of the relationship 
between self-congruence and emotional brand attachment 1s 
public self-consciousness (the awareness of the self as a 
social object) People with high public self-consciousness 
are more concerned about the impression they make and 
continuously think about how they present themselves to 
others (Carver and Scheier 1987, Fenigstein 1987) There- 
fore, they should be more aware that others can judge them 
on the basis of their consumption of brands In line with this 
argument, Bushman (1993) finds that publicly self-conscious 
people have a preference for national brand labels versus 
bargain brand labels because these brands are important 
means of self-expression In the current context, consumers 
with high public self-consciousness should be more aware 
that by consuming a self-congruent brand, they will express 
to others who they really are (actual self-congruence) or 
who they would like to be (ideal self-congruence, Markus 
and Wurf 1987) 

In terms of actual self-congruence, by consuming a 
brand that 1s congruent with the actual self, consumers can 
express their actual (true) self to others Self-expression 1s 
often a key motive for the consumption of a brand, and sat- 
isfying this need 1s emotionally pleasing (Fournier 1998) 
In doing so, consumers are true to themselves (1e , authen- 
tic) and do not communicate something to others that they 
are not Thus, they achieve a balance between their true 
inner view and the public perception of themselves, which 
results ın cognitive consonance Consonance creates a pos- 
itive feeling (Festinger 1957) that can lead to higher emo- 
tional brand attachment Consumers with high public self- 
consciousness are more aware of this consonance because 
they care more about the 1mpressions they make on others 
and thus better recognize the authentic self-expression poten- 
tial through the consumption of an actually self-congruent 
brand Furthermore, publicly self-conscious consumers will 
appreciate authentic self-expression because they can feel 
more in control of the social interaction (Doherty and 
Schlenker 1991) By consuming an actually self-congruent 
brand, they create a public impression that generates expec- 
tations they feel they can meet (Baumeister, Hamilton, and 
Tice 1985), which leads to a closer emotional bond with the 
brand 
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Less publicly self-conscious consumers, however, are 
much less concerned about others’ impressions and there- 
fore care less about expressing themselves in an accurate 
way (Fenigstein 1987) They do not gain the same positive 
emotions that result from self-expression through brands 
that are congruent with the actual self Thus, we hypothe- 
size the following 


Hg, Public self-consciousness strengthens the relationship 
between actual self-congruence and emotional brand 
attachment 


Highly publicly self-conscious people tend to be 
socially anxious when they are unable to live up to their 
positive self-presentations (Buss 1980) Thus, they have a 
desire to avoid disapproval, which motivates them to steer 
clear of self-presentational failures such as being unable to 
live up to their clams Applied to the current context, 
highly publicly self-conscious consumers may not feel 
comfortable with an ideally self-congruent brand because 
they fear that such a brand promises too much to others 
(1e , others’ expectations become too high) In other words, 
these consumers may fear presenting themselves in an 
overly positive and unrealistic way, which could cause oth- 
ers to expect too much of them or to place extravagant 
demands on them (Baumeister, Hamilton, and Tice 1985) 
Consumers with high public self-consciousness are aware 
of the need to fulfill social expectations and worry about the 
negative public impression they make in the case of not 
meeting these expectations This perceived risk of reputa- 
tional damage and the associated lack of control of public 
image can result 1n negative emotions toward the source of 
that risk the ideally self-congruent brand, which leads to a 
lower emotional attachment toward such a brand among 
consumers with high public self-consciousness 

In contrast, consumers with low public self-consciousness 
care less about their public perception Consequently, they 
should be less concerned about the risk of overpromising 
and failing to meet these promises They also would take 
more risks and care less about their failure to live up to high 
expectations because they are less concerned with regard to 
their public 1mpression on others (Tunnel 1984) Therefore, 
negative emotions toward the underlying brand evoked by 
risky self-exposure should not play an 1mportant role Thus, 
there are no negative emotions interfering with the positive 
emotions the consumer has because of the self-enhancement 
potential of an 1deally self-congruent brand These positive 
emotions should then increase the consumer's emotional 
brand attachment 


Hep Public self-consciousness weakens the relationship 
between ideal self-congruence and emotional brand 
attachment 


Method 


Data Collection and Sample 


To test our hypotheses empiırıcally, we conducted two large- 
scale studies In Study 1, we addressed the hypotheses 
involving the general and relative impact of actual and 1deal 
self-congruence on emotional brand attachment (H4—H3) and 


explored the effect of product involvement as the moderat- 
ing variable (Hy, and H4) The goal of Study 2 was to valı- 
date the results from the first study involving our basic model 
(H4-H3) and to explore the impact of two additional moder- 
ating variables (self-esteem and public self-consciousness 
Hsa-Hap) 

We followed the same procedure ın both studies E-mail 
invitations to participate ın a survey were sent to 11,093 
consumers (6943 ın Study 1 and 4150 ın Study 2) These 
consumers included people from the student body of a 
Swiss university's departments of business administration, 
economics, law, and medicine, high school students, 
employees of governmental institutions and individual 
companies, and members of consumer protection associa- 
tions in Switzerland In the e-mail, we provided a direct link 
to a specific section of a web page that was accessible only 
through the link provided 1n the e-mail As an incentive to 
participate 1n our study, we entered respondents’ names 1n a 
lottery for more than $4,500 in prizes, including helicopter 
flights over the Swiss Alps, ski holidays, 1Pods, 1Pads, and 
marketing textbooks 

Respondents followed a link to an online questionnaire 
that randomly assigned them to a brand Each respondent 
answered the questions for only one brand and first reported 
his or her familiarity with that brand on the three-item 
brand familiarity scale of Kent and Allen (1994, “T feel very 
familiar with brand x,” “I feel very experienced with brand 
x,” and “I know the product[s] of brand x") Only if the 
respondent reported an overall brand familiarity of at least 
3 5 (5 = “maximum familiarity,” and 1 = “no familiarity") 
was that person allowed to continue with the corresponding 
brand If the brand familiarity was below 3 5, a new brand 
was randomly assigned This interactive assignment of a 
brand to the consumer was a key reason that we used an 
online questionnaire 

This procedure resulted ın 1329 (Study 1) and 890 
(Study 2) responses, for overall response rates of 19 1% 
(Study 1) and 21 4% (Study 2) The two samples included 
consumers from a variety of backgrounds (Study 1 68 8% 
students, 22 1% employees, 91% others, 549% female, 
45 1% male, and average age of 24 5 years, Study 2 60 3% 
students, 36 6% employees, 3 1% others, 558% female, 
44 2% male, and average age of 26 8 years) 

We tested the extent to which the students’ answers 
were comparable to the other respondents and conducted 
mean difference tests for all focal constructs We found no 
significant differences with regard to all constructs of our 
research framework between the answers of students versus 
nonstudents Thus, pooling together the groups of respon- 
dents seemed appropriate In addition, multiple group 
analyses revealed that the effects of actual and ideal self- 
congruence on emotional brand attachment do not signifi- 
cantly differ between the two groups of respondents (1e , 
the chi-square differences with Ad f = 1 are not significant, 
Study 1 Ayse = 1 22, Ayisc = 01, Study 2 Ax4sc = 2 05, 
Axisc = 93) 

Our unit of analysis was the individual brand relation- 
ship between a consumer and a specific familiar brand We 
studied 167 brands, covering several industries, including fast- 
moving consumer goods (Study 1 = 41 8%, Study 2 = 40 9%), 


durable consumer goods (Study 1 = 159%, Study 2 = 
17 8%), services (Study 1 = 26 0%, Study 2 = 22 6%), and 
retailing (Study 1 = 16 3%, Study 2 = 18 8%) The brands 
were chosen from among different Interbrand rankings (the 
50 most valuable Swiss brands 1n 2006 and 2007 and the 
best global brands in 2006 and 2007) and therefore had a 
high probability of being familiar to the respondents 

In each study, we sent all initial e-mails on the same day 
and recorded the specific dates of responses of the 1ndivid- 
ual consumers This record enabled us to distinguish 
between early and late respondents The tests showed no 
significant differences between the responses from these 
two groups on all our major constructs and on key demo- 
graphic variables, which suggests that nonresponse bias 1s 
not a problem in our data (Armstrong and Overton 1977) 


Measures 


We based the items used for our measurement scales on 
empirically validated scales from previous studies We 
measured the questionnaire’s constructs with five-point 
Likert scales anchored by “strongly disagree” and “strongly 
agree " We pretested our questionnaire and further refined 1t 
on the basis of the comments of 50 business administration 
graduate students 

We assessed the independent variable of actual self- 
congruence by using the scale of Sirgy et al (1997) and 
adapted ıt for assessing ideal self-congruence Assuming 
that self-congruence 1s a holistic, gestalt-like perception, 
Sirgy et al (1997) show that a method that taps the psycho- 
logical experience of self-congruence directly 1s more pre- 
dictive of different consumer behaviors (e g , brand prefer- 
ence and brand attitude) than traditional measures (eg, 
mathematical discrepancy indexes) This global measure 1s 
operationalized using a two-step approach in which respon- 
dents take their time to think about and elaborate on the 
brand’s personality, think about their actual and ideal 
selves, and then indicate the extent of self-congruence 1n a 
global manner Specifically, respondents were instructed to 
take a moment to think about brand x as if 1t were a person 
and to think of the set of human characteristics associated 
with that brand Next, respondents were asked to think 
about how they see themselves and how they would describe 
their own personality (actual self) After respondents com- 
pleted this, they indicated their global perception of the degree 
of match or mismatch between how they see the brand’s 
personality and how they see themselves (for the instruc- 
tions and the specific items, see Appendix A) The same pro- 
cedure was used for ideal self-congruence 

In terms of the dependent variable, we assessed emo- 
tional brand attachment using six 1tems adapted from meas- 
ures previously used in consumer research (Thomson, 
MacInnis, and Park 2005) As Thomson, MacInnis, and 
Park (2005) propose, we loaded these items on three second- 
order factors (1e , affection, connection, and passion) To 
keep the number of parameters 1n our model at a manage- 
able level while preserving the multifaceted nature of the 
construct, we followed Lattle et al 's (2002) suggestions and 
used item parcels to measure the consumers' emotional 
brand attachment ın our structural model More specifically, 
for each of the three facets of emotional brand attachment 
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(1 e , affection, connection, and passion), we averaged the 
values on the respective scales and then used these three 
average values as indicators for the higher-level construct 
of emotional brand attachment 

Finally, we measured the moderating variable product 
involvement with two items from Van Trip, Hoyer, and 
Inman (1996) and added three items that reflect the per- 
sonal importance based on values and attitudes (eg, 
“Because of my personal values, I feel that this a product 
that ought to be important for me”) to ensure that our meas- 
ure mirrored our conceptual definition of this construct We 
instructed the participants to indicate to what extent the 
given statements apply to the product associated with the 
brand x (which was interactively provided to them) and 
provided them guidance over what a product 1s “Product” 
refers to the product that 1s connected to the brand (eg, 
product "car" for the brand “Audı”) For the assessment of 
consumers' self-esteem, we used all ten 1tems from the 
widely used Rosenberg Self-Esteem Scale (Rosenberg 
1965) We measured public self-consciousness with Fenig- 
stein, Scheier, and Buss's (1975) seven-item scale In the 
course of our measurement validation, four items remained 
for the Rosenberg Self-Esteem Scale, and four items 
remained for the Public Self-Consciousness Scale 

Appendix A provides a complete list of our measures 
and their psychometric properties, and Table 1 presents the 
correlations of the framework variables Overall, our meas- 
urement scales show sufficient reliability and validity More 
specifically, for all constructs, the composite reliability 
exceeds the threshold value of 6 (Bagozzı and Yı 1988) All 
coefficient alpha values exceed the threshold value of 7 rec- 
ommended by Nunnally (1978), except the actual self- 
congruence measure ın Study 1 ( 69) All the factor loadings 
are significant (p « 01), which Bagozzi, Yi, and Phillips 
(1991) suggest as a criterion of convergent validity. Further- 
more, with few exceptions, item reliabilities are above the 
recommended value of 4 (Bagozzi and Baumgartner 1994) 
We assessed the discriminant validity of the construct meas- 
ures on the basis of the Fornell and Larcker’s (1981) crte- 
rion, which indicates that discriminant validity 1s supported 
if the average variance extracted exceeds the squared cor- 
relations between all pairs of constructs All constructs 


fulfilled this requirement, which suggests that the degree of 
discriminant validity for all our constructs 1s sufficient 

To test for potential common method bias, we used a 
confirmatory factor analysis approach to Harman’s one- 
factor test (e g , Podsakoff et al 2003) and assessed 
whether a single latent factor would account for all the 
manifest variables of our basic model In this test, a single- 
factor model in which al] manifest variables are explained 
through one common method factor was compared through 
a chi-square difference test to our multifactor measurement 
model In Study 1, the chi-square value of the single-factor 
model was 1513 87 (df = 14), which was significantly 
worse compared with our basic measurement model with 
the three factors actual self-congruence, 1deal self-congruence, 
and emotional brand attachment Ay? = 1427 92, Ad f = 3, 
p € Ol Also in Study 2, the chi-square difference between 
the single-factor and the three-factor model was significant 
(Ax? = 887 58, Ad f = 3, p € 01), which provides prelimi- 
nary evidence that the measurement model of both studies 
1s robust to common method variance 


Results 


We used AMOS 17 0 to model the structural relationships 
posited by our conceptual framework (see Figure 1) Actual 
self-congruence and 1deal self-congruence were allowed to 
correlate 1n our structural equation model In both studies, 
the measures of overall fit mostly meet conventional stan- 
dards, which suggests that our model fits the data well 
(Study 1 x2/df =7 814, root mean square error of approxima- 
tion [RMSEA] = 072, standardized root mean square residu- 
alion [SRMR] = 036, normed fit index [NFI] = 984, non- 
normed fit index [NNFI] = 973, and comparative fit index 
[CFI] = 986, Study 2 y2/df = 4386, RMSEA = 062, 
SRMR = 019, NFI = 989, NNFI = 983, and CFI = 991) 
In Table 2, we report the parameter estimates of our 
basic model In both studies, the results confirm a strong 
positive relationship between actual self-congruence and 
emotional brand attachment (Study 1 y= 55,p € 01, Study 
2 y= 57,p 01), which supports H; Ideal self-congruence, 
however, did not have a significant effect on emotional 
brand attachment (Study 1 y = 02, not significant (ns), 


TABLE 1 
Correlations of Framework Variables 


1 Actual self-congruence Study 1 
Study 2 
2 Ideal self-congruence Study 1 62** 
Study 2 75 
3 Emotional brand attachment Study 1 47™ 41** 
Study 2 əs” 49** 
4 Product involvement Study 1 39** 30** 42** 
Study 2 —a —a —a 
5 Self-esteem Study 1 —a —a —a 
Study 2 — 06 — 14" — 06 
6 Public self-consciousness Study 1 —a —a —a —a =a 
Study 2 11** 08” 10** —a 14** 
"px 05 
“p< 01 


aNot included in the respective study 
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TABLE 2 
Results of Hypotheses Testing 


Perceived Actual 
Self-Congruence — 
Emotional Brand 


Perceived Ideal 
Self-Congruence — 
Emotional Brand 


Attachment Attachment 
Standardized Estimate Standardized Estimate 
(t-Value) Ay2 (t-Value) Ay2 
Basic Model 
Study 1 547** (8 093) 018 (297) 
Study 2 565** (6 762) 074 (960) 
Basic Model in Different Industries 
Fast-moving consumer goods Study 1 527** (5 796) 023 (276) 
Study 2 656** (5 188) —057 (6034) 
Durable consumer goods Study 1 594** (4 292) 012 (104) 
Study 2 372* (1990) 321 (1 814) 
Services Study 1 632** (2 770) — 104 (— 493) 
Study 2 582** (3 731) 092 (621) 
Retail Study 1 361* (2274) 222 (1 499) 
Study 2 540** (3 064) 097 (579) 
Moderated Models 
Product involvement Low 230** (3 229) 5 617* 197** (2 914) 5751” 
Hıgh 589** (5 759) — 067 (- 743) 
Self-esteem Lovv 412** (4 022) 4 345“ 260** (2 718) 7 487** 
Hıgh 778** (b 560) — 173 (“1 346) 
Public self-consciousness Low 447** (4 298) 3 963* 207* (2135) 5 817” 
High 889** (4 648) — 244 (—1 410) 
"ps 05 
**ps 01 


Study 2 y= 07, ns) Therefore, H; 1s not supported The 
values of these two path coefficients provide support for 
our hypothesis regarding the relative impact of actual and 
ideal self-congruence on emotional brand attachment (Ha) 
Actual self-congruence has a stronger 1mpact on emotional 
brand attachment than does 1deal self-congruence The cor- 
responding differences are 53 (Study 1) and 50 (Study 2) 
On the basis of a chi-square difference test, in which we 
compared an unconstrained model with a constrained model 
(1e, the two path coefficients of actual and ideal self- 
congruence Were constrained to be equal), this difference 1s 
highly significant (Study 1 Ay? = 33 89, Adf 2 l,p < Ol, 
Study 2 Ay? = 1225, Ad f = 1,p < Ül) Thus, 1n support 
of H}, actual self-congruence has a significantly stronger 
effect on emotional brand attachment than does 1deal self- 
congruence 

To check the validity of our hypothesized model across 
different product categories (1e, fast-moving consumer 
goods, durable consumer goods, services, and retail), we 
conducted multiple-group analysis and ran the main model 
separately for the different subgroups The results were sta- 
ble across categories In all four categories, actual self- 
congruence has a significant effect on emotional brand 
attachment, whereas 1deal self-congruence does not (for the 
results, see Table 2) Furthermore, a test of 1nvariance 
regarding the structural coefficients revealed that the null 
hypothesis (1 e , that there are no differences regarding the 
coefficients) cannot be rejected The constrained model 
with the same parameter estimates across all four categories 
does not have a significantly worse model fit than the 
unconstrained model (Study 1 Ay? = 4 756, Ad f = 6,nS, 


Study 2 Ay2=5 972, Ad f =6,ns) Thus, pooling the dif- 
ferent categories was appropriate 

We used multiple group structural equation modeling 
to test H4-Hg, which refer to the moderating role of prod- 
uct involvement, self-esteem, and public self-consciousness 
on the relationship between self-congruence and emotional 
brand attachment First, we performed a median split along 
the values of the moderator variables to create two sub- 
samples for each moderator, one with low values of the 
moderator (e g , consumers with a low level of product 
involvement) and the other with high values (e g , con- 
sumers with high levels of product involvement) We then 
analyzed the basic model implied by our theoretical frame- 
work simultaneously in both subsamples using AMOS 
170 Table 2 shows the parameter estimates for the differ- 
ent subgroups 

Regarding our first moderator variable, product 
involvement, the results confirmed a positive moderating 
effect of product involvement on the relationship between 
actual self-congruence and emotional brand attachment 
Although actual self-congruence has a positive effect on 
emotional brand attachment among low-involvement con- 
sumers (y= 23, p < 01), this effect becomes even stronger 
among consumers with a high level of product involvement 
(y= 59,p € 01) To statistically test the significance of this 
moderating effect, we again relied on a chi-square differ- 
ence test In support of H4a, the chi-square difference with 
Ad f = 1 ıs significant at the 05 level (AXAsc = 5 62) Ideal 
self-congruence, however, has a significant and positive 
effect on emotional brand attachment only among con- 


 sumers with a low level of involvement (y= 20,p € 01) and 
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no significant effect among high-involvement consumers 
(Y = —07,ns) The chi-square difference again 1S signifi- 
cant (Ayfsc = 5 75, Ad f = 1, p < 05), in support of Ha, To 
ensure that these observed effects of involvement are not 
caused by differences between product categories (which 
happen to also differ ın involvement), we tested the interac- 
tion of involvement and self-congruence within each of the 
four product categories and found that the interaction had 
the expected sign in each of the product categories, though 
it only reached significance for fast-moving consumer 
goods (the category with the greatest sample size) 

Self-esteem 1s our second moderating variable Our 
results indicate a stronger impact of actual self-congruence 
on emotional brand attachment among consumers with a 
high level of self-esteem (y = 78, p S 01) compared with 
consumers with low self-esteem (y= 41, p x 01, AXAsc = 
435, Adf = 1, p € 05), ın support of Hs, The effect of 
ideal self-congruence on emotional brand attachment 
becomes significant and positive among consumers with 
low self-esteem (y = 26, p < 01) but has no significant 
impact 1n the condition of high self-esteem (y = — 17, ns ) 
Here, the chi-square difference 1s highly significant (AXfsc = 
7 49, Ad f - 1, p € 01), in support of Hsp 

Our thırd moderator ıs the consumer’s public self- 
consciousness In support of Hea, actual self-congruence 
has a weaker positive effect on emotional brand attachment 
among consumers with low public self-consciousness (y= 
45,p < 01) compared with consumers with a high level of 
public self-consciousness (y = 89, p < 01, Axisc = 3 96, 
Adf = 1,p < 05) Ideal self-congruence, however, has a 
significant and positive effect on emotional brand attach- 
ment only among consumers with low public self- 
consciousness (y= 21,p € 05) This relationship 1s not sig- 
nificant among consumers high in public self-consciousness 
(Y 7 —24,ns) In support of He, the negative moderating 
effect of public self-consciousness 1s significant (AXfsc = 
582, Adf =1,p< 05) 

In addition, we tested the moderation of the relative 
effect of actual versus 1deal self-congruence on emotional 
brand attachment (H3) by our three moderators Using 
multiple-group structural equation modeling (for a detailed 
description of the tests performed, see Appendix B), we 
found that all three moderators (product 1nvolvement, self- 
esteem, and public self-consciousness) can significantly 
increase the relative importance of actual self-congruence 
as a driver of emotional brand attachment (1e , compared 
with ideal self-congruence) However, the relatively 
stronger effect of actual self-congruence on emotional brand 
attachment becomes reliably less pronounced when prod- 
uct involvement, self-esteem, or public self-consciousness 
1s low 


Discussion 


The primary focus of our research was to develop a better 
understanding of when marketers should emphasize a brand 
personality related to aspirations (1 e , tailored to the con- 
sumers' ideal self) or the real (actual) consumer self to 
increase emotional brand attachment Our findings support 
the view that self-congruence can increase emotional brand 
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attachment, however, both the type of self-congruence and 
the context/consumer characteristics must be considered 
In general, brands with actual self-congruence generated 
higher levels of emotional brand attachment This effect 
was even more pronounced when consumers were 
involved with the product (Study 1) or had a high level of 
self-esteem or public self-consciousness (Study 2) Sur- 
prisingly, and in contrast to the commonly observed 
managerial practice of aspirational branding, across our 
two studies, brands with ideal self-congruence 1n general 
were less successful 1n increasing emotional brand attach- 
ment However, we found that aspirational branding may 
still work under certain conditions, specifically when 
involvement, self-esteem, or public self-consciousness 18 
low 


Academic Implications and Further Research 


The first important academic contribution 1s to provide 
knowledge regarding the issue of whether to focus on the 
actual or ideal self in generating emotional brand attach- 
ment Our observation across two studies suggests that con- 
sumers are more likely to form a strong emotional connec- 
tion with a brand that validates who they are nght now than 
with a brand that promises them help achieving an ideal 
self This 1s an 1mportant finding because it can be linked to 
the concept of authenticity in the psychology literature 
(e g , Erickson 1995) and consumer research hterature (eg, 
Beverland and Farrelly 2010) A person’s authenticity is 
reaffirmed when he or she acts in ways that reflect the “real 
me” or “my true self” and 1s discouraged when acting in 
ways that they feel are phony or artificial (Harter 2002) An 
authentic relationship involves presenting one’s “genuine” 
self to someone else in a way that creates strong emotions 
and bonds based on intimacy and trust (Erickson 1995, Har- 
ter 2002) Thus, our research provides a possible explana- 
tion for the success of an authentic approach to branding, 
which recently has been gaining importance in academia 
and business practice 

Furthermore, our empirical findings for H4 support 
construal-level theory arguments, demonstrating the potential 
relevance of this theory in developing a better understanding 
of branding phenomena For example, the construal level 
may have an impact on consumers' evaluations of emotional 
branding activities (Thompson, Rindfleisch, and Arsel 2006) 
and collaborative branding (when the company actively 
engages the consumer 1n branding activities, for example, 
through brand communities, Schau, Muñiz, and Arnould 
2009) Such activities might bring the brand psychologically 
closer to the consumer and result 1n a more concrete (high- 
level), brand-related mind-set, thereby leading to a different 
consumer response compared with low-level construals In 
other words, construal level can be a theoretical explanation 
for why certain branding strategies and activities work or do 
not work Thus, a brand 1nformation-processing perspective 
based on construal-level theory should be a promising 
avenue for future brand management research 

Although we expected a positive overall effect of ideal 
self-congruence on emotional brand attachment, the results 
of both studies revealed otherwise (1e, no significant 
effects were found) This finding might be explained by the 


coexistence of both positive and negative effects of ideal 
self-congruence on emotional brand attachment On the 
positive side, self-enhancement activities can lead to a pos- 
itive relationship between ideal self-congruence and emo- 
tional brand attachment (Sirgy 1982), though this seems to 
occur mainly for consumers with low levels of self-esteem, 
product involvement, or public self-consciousness Some con- 
sumers, however, may negatively perceive any gap between 
their own reality and a brand with an idealistic brand per- 
sonality that personifies their dreams and aspirations (e g , 
fashion brands that personify perfect beauty and richness, 
Richins 1991) Social comparison theory (Festinger 1954) 
supports the notion that such an experience can be an emo- 
tional process Making a social comparison between the self 
and others (e g , attractive models 1n advertising, Gulas and 
McKeage 2000) may lead to negative feelings (Gilbert, 
Giesler, and Morris 1995) such as inferiority, jealousy, or 
envy, which can occur especially when the consumer 
believes that the other person 1s "out of reach" or too supe- 
ror (upward social comparison) Such emotions can be 
painful and even devastating for the consumer, such that he 
or she wants to distance himself or herself from the other 
(superior) person (Collins 1996) Transferred to a branding 
context, when the brand represents something that 1s out of 
reach, this need for distancing could result 1n a decreased 
emotional brand attachment 

Another important academic contribution focuses on 
our moderating variables We add to existing knowledge on 
emotional brand attachment by examining several condi- 
tions under which actual or 1deal self-congruence can create 
strong attachment Taking a contingency perspective on 
self-congruence, we show that the impact of a self-congruent 
brand personality depends on the type of self-congruence 
and on individual consumer-related variables and characteris- 
tics Thus, our findings support the view that self-congruence 
needs a more fine-grained perspective that distinguishes 
between different types of self-congruence (Sirgy 1982) 
They also contribute to the literature that calls for a more tar- 
geted approach to branding by directly addressing consumer- 
specific differences ın the definition and implementation 
of branding strategies (e g , Lambert-Pandraud and Laurent 
2010) 

Our results indicate that product involvement ıs an 
important moderator of the relationship between self- 
congruence and emotional brand attachment When involve- 
ment 1s high, the brand 1s more personally relevant, and 
the consumer will elaborate on the connections between the 
brand and his or her actual self If these comparisons are 
congruent, the consumer's actual self 1s verified, and the 
consumer feels a stronger connection with the brand, lead- 
ing to stronger emotional brand attachment However, when 
involvement 1s low, consumers are less willing to engage ın 
self-verification through the brand because the underlying 
product 1s not important enough However, they seem to be 
willing to emotionally connect with self-enhancing (1e, 
ideally self-congruent) brands By examining the moderat- 
ing effect of product involvement, we gained a better under- 
standing of why focusing on the actual self works better 1n 
some situations, whereas a focus on the 1deal self works 1n 
others 


The second moderating variable was self-esteem Our 
results are consistent with the notion that consumers with 
high self-esteem are attracted to a brand that 1s congruent 
with their actual self because of a self-verification process, 
which helps consumers feel good about themselves and 
builds stronger brand connections Consumers with low 
self-esteem, however, would find brands related to the 
ideal self more attractive because these brands represent an 
opportunity to make them feel better about themselves by 
association (1 € , self-enhancement) In contrast, brands 
congruent with the actual self are perceived negatively 
when consumers do not feel good about their current 
selves Again, these findings add to the knowledge on rea- 
sons that actual and ideal self-congruence work ın different 
situations 

Public self-consciousness 1s the final moderating variable 
Our results indicate that when public self-consciousness 1s 
high, actual self-congruence produces stronger emotional 
brand attachment Again, this finding illustrates the importance 
of the authentic self-expression motive 1n relation to brand per- 
sonality When public self-consciousness 1s high, consumers 
form attachments with brands that allow them to express who 
they really are In contrast, ideally self-congruent brands lead 
to a stronger emotional brand attachment only with con- 
sumers who have a low level of public self-consciousness 
An academic implication of this finding 1s that 1n addition to 
the congruence between the brand and self, the social context 
plays a key role in the development of emotional attachment 
to a brand as well 

Although our study identifies three important moderat- 
ing variables, further research might consider other moder- 
ating effects, particularly product-related context variables 
For example, the hedonic versus utilitarian nature of the 
product could be examined In particular, the effects of self- 
congruence may be more important for hedonic and sym- 
bolic products and not as important for utilitarian products 
ın which other functions play a role (e g , technical aspects) 
In addition, whether the product 1s consumed ın public or 
private may also be relevant With regard to the type of self- 
congruence, future studies might link self-congruence to 
self-regulation theory (eg , Higgins 2002), which distin- 
guishes between ideal self-guides and “ought” self-guides 
and their different mechanisms For example, the ought self- 
guides may play a prominent role in the context of publicly 
consumed goods 

In the current study, we examine an “overall” self- 
congruence Further research could also address differences 
in a brand’s personality dimensions For example, self- 
congruence with regard to the personality dimensions of 
sincerity, excitement, and competence could have a different 
effect on branding outcomes compared with self-congruence 
on sophistication and ruggedness In addition, further 
research might consider the salience of consumers’ actual— 
ideal self-discrepancies in relation to the attaınabılıty of 
consumers’ ideal selves (1e , whether consumers believe 
their ideal self 1s likely to be realized, eg , Rosenberg 
1979) Because we did not measure this gap directly, its 
salience, or the perceived achievability of the consumer’s 
ideal self, further research 1s needed to examine these 
important phenomena and their attendant emotions 
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A limitation of the current studies 1s that only outcome 
measures of actual and ideal self-congruence are examined 
No evidence 1s provided regarding the exact nature of the 
process that consumers use to make these kinds of compar- 
isons or judgments Therefore, future studies that use more 
detailed process measures are needed Important questions 
would include the following How do self-enhancement 
processes work? And how do consumers counterbalance 
positive and negative emotional effects related to 1deal self- 
congruence? 


Managerial Implications 


Our results have 1mportant implications for marketing man- 
agers as well First, marketers are increasingly interested ın 
finding ways to develop strong emotional brand attach- 
ments among their consumers, which can lead to stronger 
brand loyalty and brand performance (Park et al 2010) Our 
findings indicate that there are four important issues for 
managers to consider when trying to increase consumers' 
emotional brand attachment (1) incorporating consumers’ 
selves into branding considerations, (2) focusing on authen- 
tic branding, (3) reconsidering aspirational branding, and 
(4) 1ndividualizing their branding efforts 

Our studies show that to emotionally connect con- 
sumers to their brands, marketing managers should adopt a 
customer-oriented perspective 1n defining brand personality 
that takes the selves of their targeted customers 1nto consid- 
eration In brand management practice, the importance of 
such an external approach is often underestimated Many 
marketing managers focus more on an internal consistency 
of their intended brand personality by aligning it with cor- 
porate strategy, corporate culture, and brand tradition (e g , 
Simoes, Dibb, and Fisk 2005) Adopting an external approach 
could enable customers to feel a greater similarity between 
the brand and themselves, which our findings suggest 1s a 
key driver of emotional brand attachment 

Second, our results suggest that on a general level, the 
actual self 1s more important for consumers’ emotional brand 
attachment Thus, in building a brand personality, the more 
effective strategy seems to focus on actual self-congruence 
with the brand rather than ideal self-congruence when trying 
to increase emotional brand attachment Thus, as mentioned 
previously, our results provide support for the superiority of 
"authentic branding" (1e, targeting the brand personality 
toward the customer's actual self) This may be an explana- 
tion for why authentic branding continues to gain 1n 1mpor- 
tance 1n management practice (Beverland and Farrelly 2010, 
Gilmore and Pine 2007) In addition to the Dove example 
mentioned previously, several companies (eg, Converse, 
IKEA, Nescafé, l'Occitane en Provence, Sprite) have used an 
authentic branding approach to generate a stronger emotional 
brand attachment among consumers Our results indicate that 
this strategy 1s particularly effective if product involvement, 
self-esteem, or public self-consciousness 1s high 

Our third managerial implication 1s that aspirational 
branding strategies (1 e , branding strategies that aim at ideal 
self-congruence) may need to be reconsidered Because we 
did not find an effect for ideal self-congruence on emotional 
brand attachment at a general level, the overall effectiveness 
of this approach must be questioned One explanation for 
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the nonexistence of a general positive effect of ideal self- 
congruence on emotional brand attachment 1s that the ideals 
that the brand envisions may not be attainable (1e , they are 
perceived as being out of reach and, therefore, unreal or not 
authentic) Thus, it may be necessary to set realistic expecta- 
tions in terms of brand promises In other words, marketing 
managers should make sure that the brand does not set the 
ideal so high that consumers distance themselves from the 
brand and thus decrease their emotional brand attachment 
because of this lack of authenticity 

However, our findings show that there are still circum- 
stances 1n which marketers could emphasize a brand per- 
sonality related to aspirations Low product involvement 1s 
such a circumstance Here, consumers can “bask” in the 
reflected 1deals that the brand possesses Consumers will 
therefore experience only the positive emotions associated 
with the ideal self-depiction, thereby increasing their emo- 
tional brand attachment Another circumstance in which 
aspirational branding may work 1s the case of consumers 
with low self-esteem Here, a brand that comes close to the 
ideal self can help consumers to compensate their low self- 
esteem, get closer to their 1deal self (1e , to self-enhance), 
and increase their emotional attachment toward the brand 
From a managerial point of view, this finding 1s 1mportant 
because 1t demonstrates that aspirational branding strategies 
can be implemented if done selectively In communication 
activities associated with aspirational branding, marketers 
should emphasize the self-enhancement potential of the 
brand and its underlying product The gap between actual 
and 1deal selves and how the brand contributes to its reduc- 
tion should be emphasized Thus, our findings offer a con- 
ceptual explanation of why marketing activities that focus 
on the consumer’s self-improvement (eg, “before” and 
"after") may be effective in the context of aspirational 
branding Aspirational branding can work with consumers 
who have a low public self-consciousness One explanation 
may be that they are not concerned about the risks that self- 
expression through an ideally self-congruent brand might 
pose À managerial recommendation could be to prime con- 
sumers for an increased awareness of themselves as ındı- 
vidual people (and focusing less on social contexts) For 
example, corresponding communication activities could 
focus more on individual advertising spokespeople ın pri- 
vate and intimate situations 

A fourth managerial implication refers to a call for more 
individual branding This call 1$ based on our finding that 
the effect of self-congruence on emotional brand attachment 
depends on the customer-specific context, which 1s consis- 
tent with the current trend in marketing of moving away 
from mass marketing to one-to-one marketing Our results 
suggest that the one-to-one marketing approach should be 
applied to branding as well New technologies in Web 20 
allow individualized advertising based on consumer charac- 
teristics to be implemented In addition, managers might 
develop innovative ways to combine the consumers’ selves 
with their branding efforts The trend toward collaborative 
branding (especially through social media), which enables 
marketing managers to give consumers the opportunity to 
contribute to a brand’s personality, may be a good way to 
create a brand personality congruent with consumers’ selves 
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APPENDIX A 


OO 


Spearman-Brown Guttman Average 
Indicator Split-Half Split-Half Composite Variance 
Reliability M (SD) Cronbach's o Coefficient Coefficient Reliability Extracted 
Constructs and Items Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 
Actual Self-Congruence 230 (85) 211 (91) 69 82 69a 83a 69 82 71 83 55 70 


Respondents were given 

the following instructions Take 
a moment to think about brand 
x Describe this person using 
personality characteristics such 
as reliable, smooth, etc Now 
think about how you see 
yourself (your actual self) What 
kind of person are you? How 
would you describe your 
personality? Once you've done 
this, indicate your agreement 
or disagreement to the 
following statements 


1 The personality of brand x 
Is consistent with how | see 
myself (my actual self) 40 


2 The personality of brand x 
IS a mirror image of me 
(my actual self) 70 


Ideal Self-Congruence 
Respondents were given the 
following instructions Take a 
moment to think about brand x 
Describe this person using 
personality characteristics such 
as reliable, smooth, etc Now 
think about how you would like 
to see yourself (your ideal seli) 
What kind of person would you 
like to be? Once you've done 
this, indicate your agreement 
or disagreement to the 
following statements 


1 The personality of brand x is 
consistent with how | would 
like to be (my ideal self) 93 


2 The personality of brand x 


ıs a mirror image of the 
narenn I world like ta he 







73 
67 
2 05 (1 00) 2 03 (1 02) 94 95 94a 95a 94 95 94 95 89 91 
4 
> 
93 
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APPENDIX A 
Continued 
Spearman-Brown Guttman Average 
Indicator Split-Half Split-Half Composite Variance 
Reliability M (SD) Cronbach's « Coefficient Coefficient Reliability Extracted 








Constructs and Items Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 
Emotional Brand Attachment 231 (92) 220 (92) 82 83 - 88b 82b 75 78 84 84 63 63 
(indicators are item means 


from the three facets of 
emotional brand attachment) 


1 Affection 75 67 R 

2 Connection 59 59 

3 Passıon 56 63 

Affection 214 (96) 194 (92) 71 73 71a 76a 70 73 71 76 55 61 


My feelings toward 
the brand can be 
characterized by 


1 Affection 56 60 
2 Love 54 62 
Connectionc 2 63 (122) 2 49 (123) 


My feelings toward 
the brand can be 
characterized by 


3 Connection 

Passion 215(102) 218(102) 83 82 82b 85b 75 75 82 82 61 61 
My feelings toward 

the brand can be 

characterized by 


4 Passion 65 65 

5 Delight 63 68 

6 Captivation 55 50 

Product Involvement 282 (90) 88 925 87 88 59 


1 Because of my 
personal attıtudes, 
| feel that this is a 
product that ought 
to be important to me 85 


2 Because of my 
personal values, 
| feel that this is a 
product that ought 
to be important to me 79 
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Constructs and items 


Indicator 
Reliability 


APPENDIX A 


Continued 
Spearman-Brown Guttman 
Split-Half Split-Half 
M (SD) Cronbach's o, Coefficient Coefficient 


—— ——— ——— ————————À  u—————oınbKamı—x—xx 


Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Study 2 Study 1 Stuc 





3 This product is 
very important to 
me personally 


4 Compared with 
other products, this 
product is important 
to me 


5 Pm interested ın 
this product 


Self-Esteem 
1 On the whole, | am 
satisfied with myself 


2 | feel that | ama 
person of worth 


3 Allin all, | am inclined 
to think that | am a 
failure (reversed) 


4 | take a positive attitude 
toward myself 


Public Self-Consciousness 
1 lam concerned about 
the way | present myself 


2 | usually worry about 
making a good impression 


3 One of the last things 
| do before | leave my 
house is look in the mirror 


4 | am usually aware of 
my appearance 


63 


38 


33 


59 


36 


38 


68 


61 


35 


38 


68 


4 27 ( 60) 80 82a 8 


3 86 (71) 78 83a 8 


aEqual length (estimate of the reliability if both halves have equal numbers of items) 
bUnequal length (reliability estimate assuming unequal numbers of items) 
cThe facet is measured with one item Indicator reliability, reliability coefficients, and average variance extracted cannot be computed 


Appendix B 


To test the interaction effects of product involvement, self- 
esteem, and public self-consciousness with the relative 
importance of actual self-congruence as a driver of emotional 
brand attachment (in comparison to ideal self-congruence, 
1e, testing a moderation of Ha), we proceeded as follows 
(using the procedure of Homburg, Grozdanovic, and Klarmann 
2007) For each of the three moderator variables, we first con- 
ducted a median split of our sample along the values of the 
variable to create two subsamples, one with low values of the 
moderator and the other with high values of the moderator We 
then analyzed the model simultaneously 1n both subsamples by 
the use of multiple group covariance structure analysis We 
then computed the relative importance IMP,,, of the actual 
self-congruence for emotional brand attachment 1n both sub- 
samples (g — 1 refers to the subsample 1n which the value of 
the moderator 1s low, and g = 2 refers to the subsample in 
which the value of the moderator 1s high) Using the respective 
parameter estimates, we defined IMP... as the ratio of the 
effect of actual self-congmence to the sum of the effects of 
actual self-congruence (1e, Ye) and ideal self-congruence 
(1 € , Yerə) on the dependent variable emotional brand attach- 
ment (using the absolute values of the effects) Stated formally, 


aul 


= x 100% 
hail + İYgız! 


(B1) IMP;sc,g 


To test statistically whether the relative importance of 
actual self-congruence as a driver of emotional brand attach- 
ment differs between both subsamples, we relied on chi- 
square difference tests Therefore, we reran the multiple 
group covariance structure analysis with a constraint that 
forced IMP4,., to be equal across both subsamples If the 
difference between the chi-square goodness-of-fit statistics 
from both analyses was significant, we inferred that the 
relative importance of actual self-congruence was different 
in both populations Because constraining IMPascg to be 
equal across both groups 1s associated with the gain of one 
degree of freedom, the critical value for the chi-square dif- 
ference test at the 05 level ıs 3 84 Table BI summarizes 
the results These results show that the relative 1mportance 
of actual self-congruence for emotional brand attachment 
is higher when product involvement is high (IMP,..> = 
89% vs IMPasc,1 = 53%), self-esteem 1s high (IMP, = 
82% vs IMP,.., = 61%), and public self-consciousness 1s 
high (IMPasc.2 = 79% vs IMP...) = 68%) The chi-square 
difference tests reveal that these effects are significant for 
all three moderators The percentage values for Group 2 for 
all three moderators would have been even higher (100% 
each) had we used the value 0 for Yıl? Using the value 0 
would have been possible because all three yı; were not 
significant 


TABLE B1 
Results of Multiple Group Analysis 


Relative Importance of Actual Self-Congruence (IMPasc,g) 


Low Value of Moderator 
Variable (g = 1) 


ly1141/lY111] yasal = 
23/ 23 + 20 = 53% 


Self-esteem mul “İysiəl - 
41/41 + 26 = 6196 


Yasalara! +Y121 = 
45/45 + 21 = 6896 


Moderator 
Variable 


Product involvement 


Public self-consciousness 


Moderator Variable (g = 2) 


High Value of 
Ay? (Ad.f. = 1) 


Iio11l/ o1! +lYeral = AX? = 8 34 
59/59 + 07 = 89% (p< 01) 
Iyo411/12441 +lyo4al = Ax? = 12 64 
78/78 + 17 = 82% (p< 01) 
İYo141/İY044| +ly¥o4l = Ay? =5 41 
89/89 + 24 = 79% (p< 05) 
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Development 


In an effort to improve creativity in the new product development process, many firms offer incentive programs, 
creativity training programs, or both However, creativity continues to be a construct that is not well understood in 
marketing, and little research has examined the joint influence of such initiatives on creative outcomes As a result, 
there Is considerable variance in the way firms approach these issues A qualitative study of 20 firms indicates that 
15 offered some type of incentive program, whereas only 7 engaged in creativity training (a subset of the firms used 
both) Given that previous research has consistently found that extrinsic rewards offered in isolation. actually 
undermine the creative process (by reducing intrinsic motivation), it seems that many firms may be unwittingly 
hampering their own creative efforts However, two experiments demonstrate that the effect of rewards can be 
made positive if offered in conjunction with appropriate training Specifically, product creativity was highest when 
the monetary reward was paired with a dedicated creative training technique The training alters the influence of 
the reward such that it reinforces, rather than undermines, intrinsic motivation Managers can improve the 
effectiveness of their creative efforts by leveraging the use of incentives and training in combination 
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Creativity has always been prized in American society, creativity even edged out integrity as the most 1mportant 
but it's never really been understood While our creativity leadership quality for business success (Carr 2010) Although 
scores decline unchecked, the current national strategy for business leaders broadly acknowledge the importance of 


creativity consists of little more than praying for a Greek 
set 7: by our houses The a gm Sg creativity, the methods for achieving creative thought remain 


and ın the future, simply demand that we do more than elusive 
Just hope for inspiration to strike Creativity 1s commonly defined as the production of 
something that 1s both original and useful (Amabile 1996, 


— Bronson and Merryman (2010, p 49) 
Bronson and Merryman 2010, Runco 1997, Smith, Ward, 


orporations have a vested interest 1n promoting cre- and Finke 1995, Sternberg 1999) For example, a creative 
C among their employees and stakeholders The new product would be one that differs from existing prod- 
success of new product development (NPD) efforts, ucts in a novel way but 1s still effective (or even more effec- 
for example, depends to a great extent on the creativity of tive) ın accomplishing the purpose for which it was 
the ideas underlying them (Scanlon and Jana 2007) In a intended Although this definition of creativity 1s widely 
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These studies find that the interaction of these two variables 
matters when producing creative product outcomes Namely, 
we find that creativity training alters the reward influence 
such that 1t turns a typically neutral or negative effect into a 
positive one Although previous work has examined the 
influence of extrinsic rewards and the influence of creativity 
training independently, little research has considered their 
joint influence This 1s an important oversight, given the 
prevalence of training and incentive programs 1n industry 

Our studies contribute to the marketing literature 1n two 
ways Managerially, our qualitative study establishes the 
variance in approaches and beliefs that firms have in 
encouraging creative thought Our experiments then demon- 
strate how rewards and creativity training, both of which 
are easily implemented, may enhance the creative thinking 
of those engaged 1n the fuzzy front-end of NPD 

Theoretically, our experimental results introduce an 
important moderating factor 1n the relationship between 
rewards and creative product outcomes The effect of 
extrinsic incentives (e g , rewards) on creativity has been a 
point of long-standing debate within both marketing and 
psychology (see, eg , Cameron and Pierce 1994, Deci, 
Koestner, and Ryan 1999a, b, Eisenberger, Pierce, and 
Cameron 1999, Eisenberger and Shanock 2003, Lepper, 
Green, and Nisbett 1973, Lepper, Keavney, and Drake 
1996, Ryan and Deci 1996) The majority of these studies 
find that rewards undermine the creative process by dimin- 
ishing intrinsic motivation (1 e , the motivation to engage ın 
an activity for 1ts own sake, see Collins and Amabile 1999, 
Csıkszentmıhalyı and Getzels 1973, Deci, Koestner, and 
Ryan 1999a, Ryan and Dec: 2000) 

A few empirical studies using schoolchildren, however, 
find that rewards can enhance creativity when some form of 


creativity training accompanies them (eg Eılsenberger, 
Armeli and Pretz 1998, Eisenberger and Selbst 1994) The 
training cues children that creativity 1s expected (and 
rewarded) by others (e g , teachers, parents), and therefore, 
they exert greater effort in this direction Our findings are 
novel, however, because they demonstrate that rewards, 
when accompanied by appropriate training, can enhance (not 
diminish) intrinsic motivation, which ın turn facilitates cre- 
ative outcomes Intrinsic motivation 1s particularly ımportant 
in complex and effortful creativity tasks such as NPD 


Study 1 


The goal of this study was to better understand managers’ 
strategies for obtaining and rewarding creative thought in 
their organizations We recruited respondents by using a 
snowball technique, ın which we began with our own uni- 
versity contacts and relied on informants to identify addi- 
tional people who would be particularly knowledgeable 
about this topic This technique produced 20 interviews with 
a variety of marketing and NPD executives (for company 
and contact profiles, see Table 1) Our sample was diverse 
and included firms with annual revenues ranging from $25 
million to $79 billion, 1n industries ranging from chemicals 
to natural foods, and 1n countries 1n North America, Europe, 
and Asia Interviews lasted from 25 to 75 minutes (the aver- 
age duration was 40 minutes) Each interview was recorded 
and transcribed (with the exception of two interviews with 
informants who declined to be recorded) 

The interviews followed a semistructured format ın which 
we used an initial set of prepared questions to guide the inter- 
view, supplemented with specific follow-up questions based 
on each informant’s individual responses We drew this 





TABLE 1 
Firm Descriptions 
Annual 

Company Industry Informant Revenue (in US$) 
1 Consumer products North American category director $79 billion 
2 Foods/snack foods Asia Pacific president $48 billion 
3 Consumer electronics Product market research manager $43 billion 
4 Household appliances Vice president of innovation and 

global product development $19 billion 
5 Specialty chemicals President of marketing Asia Pacific and Middle East $15 billion 
6 Medical devices/supplies Vice president of research and development $10 billion 
7 Hotels/hospitality Global director of luxury and lifestyle brands $9 billion 
8 Confectionary Global chocolate director $8 billion 
9 Retail apparel Business integration manager $8 billion 
10 Energy Project director $6 billion 
11 Foods and cereals Brand manager $5 billion 
12 Industrial products Director of product development $5 billion 
13 Fragrances/beauty products Regional managing director —Far East $4 billion 
14 Processed foods and meats Director of product development and innovation $2 billion 
15 Liquor distribution Director of human resources $900 million 
16 Natural foods Vice president of marketing and product innovation $300 million 
17 Railway travel President $200 million 
18 Network software Vice president of marketing $50 million 
19 Children's apparel President and CEO $30 million 
20 Apparel design President and CEO $25 million 
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approach from grounded theory and selected ıt because, of the 
major qualitative techniques, 1t 1s among the most amenable 
to mıxed-method research (Corbin and Strauss 2008, Creswell 
2008) It has also been used successfully in numerous past 
marketing studies (see, e g , Dahl and Moreau 2007, Flint, 
Woodruff, and Gardial 2002, Fournier and Mick 1999, Keav- 
eney 1995, Noble and Mokwa 1999) The three general ques- 
tions that guided the interviews were as follows (1) In what 
areas or functions within your company 1s creativity deemed 
important and valuable? (2) What structures or programs are 
in place to encourage creative thinking among your employ- 
ees? and (3) Do you use any type of incentive programs to 
enhance the creativity of your employees? 

The first of the three questions yielded relatively consis- 
tent results across the diverse set of firms Of the 20 respon- 
dents, 17 mentioned product innovation and NPD as the 
areas ın which creativity was most critical to their organı- 
zation, and 11 also mentioned that marketing benefited 
greatly from creative thought Six respondents mentioned 
internal processes and operations as key areas, and one 
interviewee mentioned that creativity had been critical in 
the cost-cutting 1nitiatives his firm had taken The second 
two questions, however, yielded significantly more variance 
across the firms, and responses to each of those questions 
are described in greater detail in the following section 


How Firms Obtain Creative Insights 


As Table 2 highlights, the firms 1n our sample used a wide 
variety of methods to obtain creative insights Some of 
these firms outsource many of their creative tasks and rely 
on outside consultants to assist them ın their creative 
endeavors This practice 1s used much more heavily by the 
larger firms in our sample (firms are numbered 1n reverse 
order of size) When asked why they outsource their creative 


activities, one respondent explained that 1t 1s because “it’s 
difficult, and there are people over time who build a great 
amount of expertise ın the innovation area " That said, an 
executive from one large firm with whom we spoke said 
that the company started out relying heavily on consultants 
but decided that creativity and innovation were too critical 
to outsource completely Thus, the company now relies on a 
balanced model in which consulting firms are used to 
enhance its own internal innovation efforts 

Respondents from two firms reported that they either do 
their own internal creativity training (e g , TRIZ) or encour- 
age their employees to follow their proprietary approach to 
creativity (e g , Converter, see Table 2) Five of the firms 
reported using informal brainstorming sessions on an ad 
hoc basis, whereas six firms did nothing to enhance the cre- 
ativity of their employees A respondent from one of the 
larger firms in this “no-strategy” category explained that 
“you can’t teach creativity " However, this belief stands ın 
direct contrast to a great deal of previous research noting 
just the opposite (for a review and meta-analysis see, e g , 
Carr 2010, Scott, Leritz, and Mumford 2004a) 


How Firms Incent and Reward Creative Insights 


We observed similar variance 1n how the firms 1n our sample 
approach and use extrinsic incentives for rewarding creativity 
(see Table 3) Seven of our respondents, across firm size and 
industry, reported using some type of public recognition to 
identify and appreciate employees’ and/or team contributions 
of creative ideas Most of these rewards were described as 
nonfinancial (e g , a plaque presented 1n a public forum such 
as an annual banquet) Simularly, five other firms reported 
using prizes as recognition for employees’ or teams’ creative 
accomplishments These prizes tended to be small One 
respondent described receiving “cheesy” retailer gift cards 


TABLE 2 
How Firms Approach Creative Insights 


Approach to 
Creativity Explanation 
Outsource Hiring an outside ideation/innovation 
firm (e g , Eureka Ranch, Strategos) 
for creative activities 
Internal Training in a Known method for 
training generating innovative ideas, 


TRIZ TRIZ provides tools for problem 
definition, system analysis, and an 
algorithmic approach to creativity 


Internal Using cross-functiona! teams 
approach that respond to a "catalyst stimulus" 
Converter with a brainstorm followed by a fun, 

two-day excursion 

Internal Using product-focused 
activities Ideation sessions 
Informal 
brainstorming 

None Using no formal or informal 


approach for obtaining creative ideas 
Notes Firm numbers refer to those listed in Table 1 


Firms Engaged 


Key Quotes 


1, 2, 4, 7, 
B, 9, 11 


"It's difficult, and there are people 
over time who build a great amount of 
expertise in the innovation area " — #8 


6 "We're training our six sigma people 
to be TRIZ facilitators so that we can do 
our training in-house Typically, the 
engineers and scientists from R&D 
and manufacturing are the ones 
that go " 


14 "The last thing that we want 
people to do if we're going to 
Improve our number-one branded 
product is to start thinking about 
our number-one branded product " 


3, 5, 10, "We look for trends in different 
16, 18 industries and brainstorm about 
how it is relevant to ours " — 216 
12, 13, 15, "You can't teach creativity” — #13 
17, 19, 20 


Facilitating and Rewarding Creativity / 55 


TABLE 3 
How Firms Incent/Reward Creative Insights 


Type of Incentive Explanation 


Public recognition Recognize individuals at public 
events (e g , annual banquets) 


with nonfinancial awards 


Innovation and creativity are 

built into certain job descriptions, 
employees’ evaluations reflect 
performance on these dimensions, 


Inclusion in the 
Job description 


and merit increases are affected by them 


Prizes Employees or teams of employees 


receive gift certificates, trips, or dinners 


Financial bonus 
based on firm 
or team 
performance 


Employees receive a bonus 
when the firm hits its financial or 
performances metrics for innovation 


Financial bonus Employee receives a bonus 


for individual when he or she obtains a patent 
or makes other significant NPD 
creativity contribution 
None No formal or informal extrinsic 


Incentives for creative performance 


Notes Firm numbers refer to those listed in Table 1 


given for the “vvacktest” ideas ın a new product ideation ses- 
sion However, 1n another firm the prize was much more sub- 
stantial a trip to Paris for the development team, awarded ın 
conjunction with the launch of a promising new product 
Some firms used rewards with even more significant 
repercussions At four firms 1n our sample, innovation and 
creativity were formal expectations of certain employees 
The annual ment raises for these people depended 1n part on 
their performance 1n these areas Three firms also used finan- 
cial bonuses to reward a team's creative accomplishments, 
and two reported using bonuses to reward individual achieve- 
ments In one case, the reward approached $10,000 (for 
securing a patent) Interestingly, five of the firms 1n our sam- 
ple reported using no extrinsic rewards As one respondent 
explained, “Creativity 1s ın the culture and it’s just expected ” 


Innovation Consultants 


One of the more interesting findings to emerge from these 
interviews 1s the large firms’ reliance on outsourcing their 
creative efforts Although this decision to outsource 1s con- 
sistent with the increased specialization characteristic of 
these large firms, 1t 1s also surprising, given their significant 
access to vast internal resources To better understand how 
these innovation consultants develop and contribute cre- 
ative ideas, we sought principals at three respected 1nnova- 
tion consulting firms who, according to one of the CEOs, 
"teach people to fish " All three of these firms made heavy 
use of creativity training As summarized by the president 
Of one firm “Creativity is 94% process and system, it”s 6% 
employee Most firms get it exactly backwards ” 

Not surprisingly, all three consulting firms were system- 
atic in their approach to creativity One firm trains its people 
in analogical thinking and visualization to improve ideation 
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Firms Engaged 


2,90, 7;9; 
12, 15, 18 


Key Quotes 


"We give nonfinancial awards 
across the organization 
‘Best Product of the Year ” — #8 


“The innovation side 1s written 
into certain positions, so those 
people have incentives for 
Innovation and creativity " — #10 


4, 5, 10, 17 


"People with the highest scores 
on their ideas get gifts in 
Ideation sessions " — #3 


"Unless it gets business results, 
nothing gets monetary innovation 
awards " — #5 


1,6 "You can get money for patent 
disclosure and a patent award 
Disclosure is $1,000 and 
award is $10,000 " — #6 


“It [creativity] is in the culture 
and it's expected " — #19 


results The second firm trains people to structure their 
ideation sessions into three levels of opportunities from 
which they start the 1deation process The third firm recog- 
nizes the value that constraints play 1n the creative process 
To them, the key 1s combining discipline and processes to 
achieve creativity Consultants either work with the firms’ 
employees during ideation sessions or they do the creative 
development themselves with guidance from the firm 

The consultants did not have a great deal to offer regard- 
ing advising firms on the use of incentives and rewards Two 
of the three respondents did not comment specifically on 
the role of extrinsic rewards The third respondent came 
down solidly against them “Just take away the extrinsic 
incentives ” 


Discussion 


Overall, our findings from this qualitative study are consis- 
tent with research showing that firms overwhelmingly rec- 
ognize the importance of creative thought 1n innovation and 
NPD (see Scanlon and Jana 2007) However, our results also 
show surprisingly little consistency across firms 1n obtaining 
and rewarding creative insights from their employees Firms 
follow a variety of approaches for facilitating and rewarding 
creativity, and our findings reveal relatively extreme per- 
spectives on whether creativity could be taught However, 
considering the historical challenges involved in teaching 
creativity and the equivocal results reported 1n the academic 
literature, these extreme attitudes seem less surprising 
Although some firms believed 1n combining creativity 
training (e g , TRIZ) with substantial extrinsic rewards (e g , 
$10,000 for a patent filing), others believed that creativity 
could not be taught and/or that rewards were detrimental 
to creative efforts Thus, to provide more clanty on the 


relationship between extrinsic rewards and different types of 
creativity training, we used an experimental approach with 
creative tasks that closely approximate the types of chal- 
lenges firms face ın the early stages (e g , the fuzzy front- 
end) of their NPD processes In the following sections, we 
first review the literature on extrinsic rewards, training, and 
creativity and then describe our tests of the theories 


Extrinsic Rewards and Creativity 


A considerable body of evidence now suggests that rewards 
undermine creativity (see Amabile 1996, Deci, Koestner, 
and Ryan 1999a) Rewards are believed to erode creativity 
by reducing intrinsic motivation (1e , a person's inherent 
interest ın the task or activity for its own sake) Intrinsically 
motivated people are often described as becoming absorbed 
in a task and deriving enjoyment from the challenge it 
provides Conversely, those who experience low intrinsic 
interest find an activity to be tedious and boring Because 
creativity 1s mentally taxing and often requires sustained 
effort, 1ntrinsic motivation 1s considered critical to this 
process (see, e g , Amabile 1996) 

How do rewards diminish intrinsic motivation for cre- 
ative tasks? The provision of a reward 1s believed to cause 
an interpretive shift ın the person's reason for engaging ın 
the activity Effort shifts from being put forth out of sheer 
interest to being supplied strictly as a trade for compensa- 
tion (Amabile 1996) Essentially, the provision of the 
reward causes the task to be "defined more narrowly (sim- 
ply as a means to an extrinsic end, rather than as an oppor- 
tunity for exploration and cognitive play)" (Amabile and 
Cheek 1988, p 60) Again, because creativity usually 
requires sustained effort, this loss of intrinsic motivation 1s 
believed to more than offset whatever benefits the reward 
otherwise provides Some of the earliest evidence of this 
effect came from the field of education, 1n which educators 
found that their attempts to rechannel children’s natural 
curiosity into academic exercises (replete with grades, stars, 
and so forth) resulted 1n a sharp loss of interest (Lepper, 
Greene, and Nisbett 1973) 

However, people do work for compensation, even 1n cre- 
ative fields Thus, researchers began to wonder whether 
extrinsic rewards must always undermine creativity The 
“immunization studies” program, conducted by Hennessey 
and colleagues (Hennessey, Amabile and Martinage 1989, 
Hennessey and Zbikowski 1993), was one of the first studies 
to challenge this premise These researchers speculated that 
people might be buffered against the demotivating effects of 
rewards, depending on their interpretation of the role of the 
reward 1n the creative process They reasoned that a reward 
can be interpreted either as constraining (1e , as an attempt 
to exert external control) or as informational (1 e , providing 
useful information) If perceived as informational, the 
reward could contribute to a positive affect and intrinsic 
motivation (Hennessey, Amabile, and Martinage 1989) 

To test their premise, Hennessey and colleagues showed 
some students a videotape ın which the intrinsic aspects of 
performing well ın school were emphasized (eg , how 
enjoyable it 1s to learn something new, the sense of accom- 
plishment a person feels from working hard) Students 1n a 


control condition were shown no such video Similarly, 
some students were offered an extrinsic reward as part of 
the study, whereas others were offered no such reward Stu- 
dents were then asked to compose a brief story that was 
later evaluated for creativity Consistent with their predic- 
tion, students who were shown the video and were offered a 
reward exhibited higher levels of creativity than. students 
who had only been exposed to one condition or the other 

However, when Hennessey and colleagues attempted a 
more comprehensive replication of the original findings, 
they were unable to reverse the negative 1nfluence of extrin- 
sic rewards, only to neutralize ıt (Hennessey and Zbıkowskı 
1993) Given the difference between something beneficial 
versus something benign, they cautioned researchers not to 
be “too quick to abandon our original notions” of the nega- 
tive influence of extrinsic rewards on creativity and to seek 
out new moderators of this relationship (Hennessey and 
Zbikowski 1993, p 304) We propose that creativity train- 
ing 1s one such moderator 


Creativity Training 

A substantial body of creativity research has focused on 
whether it 1s possible to train ordinary people to be more 
creative (eg, Basadur, Graen, and Green 1982, Gordon 
1968, Khatena 2000, Osborn 1963, Renzulli 1986) The 
results from this research (conducted largely outside the 
business realm) show that creativity training can make a 
substantive difference A meta-analysis by Scott, Leritz, and 
Mumford (2004a) reveals an average effect size of 68 for 
creativity training programs, whereas Ma (2006) reports an 
even higher effect size of 77 Indeed, research has shown 
that even a single training session can enhance creative 
abilities and outcomes (Clapham 1997, Dahl, Chattopad- 
hyay, and Gorn 1999) Although early training programs 
were hit or miss, as research has uncovered the essential 
elements of the creative process (e g , lateral connection, 
analogical reasoning, divergent and convergent thought), 
training techniques have become even more refined (eg, 
Baer 1997, Khatena 2000, Parnes 1999) 

Although a vanety of approaches to creativity training 
have been developed over the years, two of the most promı- 
nent approaches are creative idea production training and 
creative imagery training (Scott, Leritz, and Mumford 
2004b) Although these two forms vary ın terms of objec- 
tives and approach, both make use of different types of 
visualization, and both have been shown to be effective in 
enhancing creativity (Scott, Leritz, and Mumford 2004b) 


Creative Idea Production Training 


Creative idea production training emphasizes the use of 1dea 
generation and elaboration 1n response to concrete and real- 
istic problems and situations This approach encourages the 
person to visualize how someone might experience a prob- 
lem and new ways 1n which it can be solved (Finke 1997) 
A goal of creative idea production training 1s to leverage and 
enhance the mind’s capacity for mental mage manipulation 
(Newell and Simon 1972) An example of this type of training 
in the marketing literature comes from Dahl, Chattopadhyay, 
and Gorn (1999), who use the technique to induce young 
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engineers to think more empathetically about challenges that 
the elderly face while driving, particularly when trying to 
change a flat tre By seeing a problem and its potential solu- 
tions through the eyes of another, engineers who received 
the training were able to substantially improve on the design 
of a traditional car jack, compared with their untrained coun- 
terparts Creativity inherently involves a certain amount of 
trial and error, therefore, being able to mentally manipulate 
various solutions (without having to actually implement 
them all) can be of tremendous benefit to creative problem 
solving (Jay and Perkins 1997, Newall and Simon 1972) 


Creative Imagery Training 


In contrast, creative imagery training 1s less specific than 
idea production training This family of techniques relies 
heavily on free association, with the goal of enhanced lateral 
thinking (1e, making connections across distal conceptual 
planes) and, as such, tends to be more imaginative 1n empha- 
sis For this reason, unrealistic or improbable scenarios are 
often used to leverage the mind’s capacity for visualization 
and conceptual manipulation For example, Khatena's (2000) 
“divergent-symbolic” production task (one of the better- 
known creative imagery training techniques) asks partıcı- 
pants to imagine a set of inanimate objects contained in a 
box coming to life Participants are asked to write a story 
about these objects coming together to play Although this 
exercise 1s highly improbable and not problem specific, 1t 1s 
designed to stimulate imaginative thinking and push concep- 
tual boundaries with the understanding that such thinking 
may benefit creativity in subsequent unrelated tasks by help- 
ing participants break free of fixation (Scott, Leritz, and 
Mumford 2004b) Therefore, imagery training 1s designed to 
overcome mental blockages and produce moments of insight 
(Scott, Leritz, and Mumford 2004b) 


Interaction Between Extrinsic 
Rewards and Creativity Training 


There has been little research examining how extrinsic 
rewards influence the effectiveness of creativity training As 
noted previously, training can positively influence creative 
outcomes, but why it does so remains an open question The 
one marketing study that examines the relationship between 
creativity training and product outcomes (Dahl, Chattopad- 
hyay, and Gorn 1999) does not include intrinsic motivation 
or extrinsic influences on the creative process Therefore, 
the authors are unable to comment on how training ınflu- 
ences intrinsic motivation or how extrinsic incentives might 
alter the equation Does training work because 1t increases 
intrinsic task motivation, or does 1t work simply because it 
helps people work smarter at a creative task? 

Training may do both People may work smarter 
because they have better skills, and they may work harder 
because they are more intrinsically motivated (1e , people 
are more naturally interested 1n things they believe they are 
good at doing) The answer to this question has ımplıca- 
tions for managers' strategies for facilitating creative 
thought If training at least partly enhances intrinsic moti- 
vation, the provision of a reward could serve to further 
reinforce task engagement This would coincide with the 
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reality that people who work 1n creative fields do so because 
they are highly motivated and because they expect to be well 
compensated for their efforts "Therefore, managers who 
understand how to combine tools to maximize creative per- 
formance stand to enhance their firms’ NPD efforts 

Overall, the lack of research on this interaction 1s sur- 
prising, especially with respect to NPD The limited research 
into the joint influence of rewards and training on creativity 
(e g , Eisenberger, Armeli, and Pretz 1998, Eisenberger and 
Selbst 1994) has occurred ın the field of education These 
studies reveal that incentives can be used to get children to 
produce more creative drawings, but only if the children are 
first primed to think of unusual uses for common objects 
They suggest that the priming task cues children that creativ- 
ity 1s expected and will be rewarded by others such as par- 
ents or teachers Although such extrinsic 1nfluences may be 
sufficient to promote creativity 1n a children's drawing task 
(for which the mere choice to make a free drawing 1nstead of 
copying one was sufficient to be deemed “creatıve”), the 
question remains whether they would be sufficient to sustain 
creative effort 1n more challenging tasks (Deci, Koestner, 
and Ryan 1999b) Given this, the applicability of these find- 
ings to a NPD context 1s probably limited 

Our view 1s that training could reverse the otherwise 
negative or neutralizing influence of rewards on creativity 
in an NPD task by bolstering intrinsic motivation Because 
creativity training emphasizes divergent thinking, vısualıza- 
tion, and exploration, 1t provides people with two distinct 
but important gifts (1) the cognitive tools to actually work 
smarter and (2) a feeling of increased competence during 
the creative task Research shows that when people feel 
more competent, their task enjoyment 1s increased (Dahl 
and Moreau 2007, Deci, Koestner, and Ryan 1999a) We 
propose that training may not only give people a tool to be 
more creative, 1t may also enhance their level of intrinsic 
motivation In such cases, rewards and training would 
become mutually reinforcing (not offsetting), because the 
reward affirms a person’s own internal creative efforts 
Conversely, for those who do not receive training, a reward 
ıs likely to be interpreted as a type of bribe used to induce 
someone to do something that he or she may otherwise be 
reluctant to do, and, as past research has shown, this 1s gen- 
erally not a sustainable way to increase creative effort 
(Deci, Koestner, and Ryan 1999a) 

We test this proposition in Studies 2 and 3 To enhance 
the generalizability of our findings, we test our ideas using 
the two types of creativity training described previously 
Study 2 examines the relationship between creative 1dea 
production training and extrinsic rewards, and Study 3 
focuses on creative imagery training and those same rewards 
To better understand the mechanism by which the results 
are achieved, the second study also assesses the role of 
intrinsic motivation explicitly 


Study 2 


Research Design 


Two experimental factors (extrinsic rewards and creative 
idea production training) were manipulated in a 2 x 2 


between-subjects design Participants 1n the study were 122 
undergraduate engineering students at a major midwestern 
university who were given nominal compensation ın exchange 
for their participation All participants had also completed 
them required design course work at the time of the experi- 
ment A form of creative idea production training (specifically 
customer-focused visualization) was the creative-thinking 
skill made accessible in the study (Dahl, Chattopadhyay, and 
Gorn 1999) 

To ensure that no unintended confounding factors influ- 
enced task performance, participants completed the study 
individually As another control, one research assistant con- 
ducted all 122 sessions over a three-week period On arrival 
at the session, the participant was randomly assigned to one 
of the four treatment cells If the participant had been 
assigned to one of the creativity training conditions, the 
research assistant provided it at the beginning of the session 
After the training manipulation (af provided), all participants 
received a description of the design task The product design 
task was the same as that used by Dahl, Chattopadhyay, and 
Gorn (1999)—namely, to devise a new car jack for use by 
elderly adults (1 e , people aged 60 years or older) to change 
a flat tre The specific description was as follows 


You are asked to develop an innovative and effective car 
jack design for elderly adults (age 60+) Please produce a 
thumbnail] sketch of your design and include any brief 
writen comments that are necessary to explain your 
design Please disregard any economic, material, or regu- 
latory constraints as you develop your idea You have up 
to one hour to complete your design 


For participants in the monetary rewards condition, a 
description of those rewards then followed (see the following 
section) The research assistant next indicated that the partici- 
pant should first spend some tume using scratch paper to 
sketch out initial design ideas and then draw the final design 
on special bond paper After the participant had fimished the 
design task, he or she completed a questionnaire that con- 
tained background measures and a set of manipulation checks 


Independent Variables 


Creative idea production training Participants who 
received creative idea production training were provided 
with the following information 


In solving design problems, many designers find that 
forming visual images (pictures 1n the mind) can help 
them produce innovative and effective designs One visu- 
alization strategy that has been shown to aid ın the design 
process involves visualizing the potential customer of the 
product Seeing in your mind a product user being 
involved and interacting with a proposed product design 
can facilitate the development of design solutions 


After these initial instructions, the designers were given 
a brief training task (for the full training regimen, see the 
Appendix) The training task used a guided-visualization 
procedure 1n which participants read a short story about a 
young adult putting together a television stand As the par- 
ticipants read the short story, they were instructed to stop 
after reading each sentence in the story and try to picture 1n 
their minds the events about which they had just read The 
idea was to sequentially break down the assembly process 


and recognize the specific challenges and problems cus- 
tomers would face at each step 


Extrinsic rewards Participants 1n the conditions offer- 
ing extrinsic rewards for the design task received the fol- 
lowing information 


Three cash prizes will be awarded to the students produc- 
ing the first-, second-, and third-rated designs ($250, $100, 
and $50, respectively) Outside judges from the target mar- 
ket for the product will evaluate the designs, and the win- 
ning designs will be selected from these evaluations 


No such information was provided to participants 1n the no- 
extrinsic-reward condition To ensure the effectiveness of 
the manipulation, we performed a pretest, which confirmed 
that the judges’ evaluations and the monetary rewards were 
believable and not seen to limit the way the designer per- 
formed the task After the experiment was complete, the 
three highest-rated designs were then selected from the 
designs produced across all conditions, and the winners 
were notified and given their prizes 


Dependent Variable 


Two consumer judges from the target market (1e , drivers 
over the age of 60 years) were recruited to evaluate the cre- 
ativity of each product design (Dahl and Moreau 2002, 
Goldenberg, Mazursky, and Solomon 1999) Each judge 
received a booklet containing the 122 designs The order of 
the designs was randomized across the booklets The Judges 
were blind to the identity of the participants, to one another, 
and to the purpose and conditions of the experiment They 
were each paid $100 for their services 

Each judge completed an established sıx-ıtem measure 
of the creativity of each design (see Moreau and Dahl 2005) 
Because creativity 1s commonly defined as the production 
of 1deas considered both novel and useful (Burroughs, 
Moreau, and Mick 2008, Lubart 1994, Sternberg 1988), we 
used three items to capture each of the two dimensions 
(Moreau and Dahl 2005) The items (on a seven-point 
scale) were “not at all original/very original,” “not at all 
innovative/very innovative," "not at all novel/very novel,” 
"not at all useful/very useful," "not at all effective/ very 
effective," and "not at all sensible/very sensible " Because 
we were interested 1n overall creativity, we summed across 
all six items rather than keeping the novel and useful 
dimensions separate This process 1s in keeping with a con- 
siderable amount of previous research on creativity that 
argues that both dimensions must be considered simultane- 
ously, because one dimension without the other 1s not cre- 
ative (see, eg , Lubart 1994, Plucker and Renzulli 1999, 
Smith, Ward, and Finke 1995) The combined approach has 
also been used in past marketing studies of creativity 
(Andrews and Smith 1996, Burroughs and Mick 2004, 
Sethi, Smith, and Park 2001) 

Following established procedures for assessing the 
validity of a measure involving multiple judges (Cicchetti 
1994), we made a two-step assessment of our creativity 
scale First, we calculated the coefficient alpha for each 
judge Alpha estimates for the judges individually were high 
(Judge Aa = 88, Judge B o = 79), therefore, second, we 
examined the level of agreement across Judges by calculating 
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the intraclass correlation coefficient (CC) Using the ICC 
ıs appropriate for research that involves multiple judges 
(compared with the Pearson product-moment correlation), 
because it accounts not only for the degree to which rater 
judgments covary (1e , move up or down ın unison) but 
also for the level of absolute agreement ın the raters (1e, 
high/high, medium/medium, low/low creativity, Cicchetti 
1994) This 1s a more stringent test because it ensures that 
independent evaluators are viewing the creativity of the 
design at approximately the same level The ICC was also 
high ( 86) Thus, we averaged across the judges’ ratings to 
create a composite score for the creativity of each design in 
the study (M = 3 8, range 20 to 5 8) (Burroughs and Mick 
2004, White and Smith 2001) 


Results 


Participants were told that they would have up to an hour to 
complete the design task, though the research assistant did 
not stop them after they began working The sessions were 
as short as seven minutes and as long as 119 minutes The 
average session lasted 38 minutes 

In addition to the focal variables of interest in the 
research, several manipulation checks were included 1n the 
experiment We assessed the effectiveness of the extrinsic 
reward manipulation by measuring the level of reward 
recall at the end of the study We also assessed the effective- 
ness of the creativity training process Two scale items 
assessed the extent to which participants visualized the cus- 
tomer and used images while developing their designs (1 = 
“did not visualize,” “use images of the customer," and 7 = 
“visualized,” “used a lot of customer images”) In addition, 
ın an open-response question, participants listed and 
described the customer images, if any, that they used during 
the design task Two research assistants, blind to the pur- 
pose of the study, assessed each designer’s list and descrip- 
tion of their customer images and reported the number of 
times the participant reported visualizing an elderly person 
using a jack Agreement between the research assistants 
was high (ICC = 87), therefore, their responses were aver- 
aged Each of the three measures (two self-report + one 
rated) was then standardized and summed to form an index 
of customer visualization (© = 96) 

The awareness check for the reward manipulation 
showed that the procedure had made the award salient to 
participants as intended In addition, a two-way analysis of 
variance (ANOVA) revealed that, as intended, only the 
training manipulation significantly predicted the extent to 
which the participant visualized the consumer during the 
design task (Mirainng = 43 VS Maho tranng = — 32, F(1, 121) = 
467, p < 05) Given this confirmation of our manipula- 
tions, we turned to examining their effect on our primary 
variable of interest, creativity 

We used a two-way ANOVA to assess the influence of 
the manipulations on design creativity The results reveal a 
main effect of extrinsic rewards on creativity, designs cre- 
ated ın conjunction with extrinsic rewards are rated as more 
creative than those produced 1n the absence of such incen- 
tives (Mrewarg = 4 03 VS Mao reward = 3 66, F(1, 121) = 6 63, 
p « 01) However, as predicted, the influence of extrinsic 
rewards 1s contingent on whether the participants had also 
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received creativity training (interaction F(1, 121) = 1472, 
p< 001) Follow-up contrasts show that the designs created 
when both training and extrinsic rewards were provided 
were significantly more creative than those developed 
under any of the other three conditions 1n the experiment In 
the absence of training, the provision of the reward actually 
causes creativity to go down slightly albeit not significantly 
Figure 1 provides a full depiction of the interaction, and the 
relevant contrast statistics are as follows Miranıng, reward = 
4 35 vs Mao training, reward» = 3 75, F(1, 60) = 8 09, p < 01, 
Meraining, reward = 4 35 vs Meraining, no reward = 3 40, F(1, 60 = 
20 17, p< 001, and Mang, reward — 435 vs Mno training, 
no reward = 3 93, F(1, 60) = 3 87, p « 05 


Discussion 


The results of this study demonstrate that by combining cre- 
ativity training with an extrinsic reward, it 1S possible to 
enhance the creativity of the outcomes produced 1n a new 
product design task In this study, we used creative idea 
production training to help participants visualize the poten- 
tial customer (an elderly person) engaged in the task 
(changing a flat tire) This type of training emphasizes con- 
crete, problem-specific processing and task-relevant visual- 
ization Again, the results show that this type of thinking, 
when combined with extrinsic rewards, enhanced the cre- 
ativity of the designs produced 

However, our results do not tell us how these two man- 
agerial tools combined to enhance participants’ creativity 
Neither the extrinsic reward nor the creativity training 
influenced the amount of time spent on the creative task 1n 
this study Thus, it 1s not a story of pure task persistence 
Rather, the story seems more complex In Study 3, we test 
the proposition that rewards and training will be mutually 
reinforcing to intrinsic motivation as an intermittent factor 
in the creative process For those who receive creativity 
training, the rewards may encourage the people who are 
already working smarter to also work harder, and when they 
do so, their intrinsic motivation may increase because they 
feel more competent in approaching the task The next 
study 1s also designed to help generalize the findings to a 
different type of creativity training 


FIGURE 1 
Creative Idea Production Training x Extrinsic 
Reward Interaction 
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Study 3 


Research Design 


This study used a 2 x 2 between-subjects experimental 
design, with the two manipulated factors being extrinsic 
rewards and creativity training This time, however, training 
took the form of creative imagery training Otherwise, to 
maintain continuity with the first experiment, the conditions 
and procedures were the same The new product context was 
again the design of a car jack for an elderly person Study 
participants were engineering students (n = 110) at a major 
West Coast university who received nominal compensation 
for their participation Participants completed the study ındı- 
vidually under the administration of a research assistant 


Independent Variables 


Creative imagery training Participants assigned the 
training manipulation again went through a creativity tram- 
ing session, only this time they were trained by using 
Khatena's (2000) divergent-symbolic production technique 
Whereas participants in the first study went through a 
customer-visualization exercise that was focused on the 
specific problem at hand, Khatena's program uses mental 
1magery 1n a more generalized way Although the process 1s 
somewhat involved (for a full description, see Khatena 
2000, chap 8), 1t essentially takes participants through a 
series of visualization steps First, participants are asked to 
1magine that there 1s a box 1n a corner of the room They are 
then asked to close their eyes and 1magine what 1s 1nside the 
box They write down as many of the objects they can recall 
thinking of and then group them together according to com- 
mon properties They are then instructed to once again close 
their eyes, visualize one of the object groupings, and ımag- 
ine them coming to life Specifically, participants must 
imagine the objects as characters 1n a play and write their 
story Although Khatena’s training programs were origi- 
nally formulated to enhance the creativity of gifted chıl- 
dren, they have been used widely 1n adult populations 
(Khatena 2000) The technique is designed to stimulate 
imaginative thinking and facilitate mental 1mage production 
and manipulation 


Extrinsic rewards As with the first experiment, half the 
participants 1n the study were told that their designs would 
be judged for creativity and that cash prizes of $250, $100, 
and $50 would be awarded to the top three designs No such 
prize was offered to participants in the no-extrinsic-reward 
condition When the full experiment was complete, prize 
winners were selected from all experimental conditions, and 
the winners were given their prizes 


Dependent Variables 


Creativity Two consumer judges (different from those 
used ın the first study but also over the age of 60 years) 
judged the creativity of the car jack designs Judges were 
each provided a booklet containing all the designs along 
with a set of rating forms (containing the same creativity 
scale as that in Study 2) Judges were paid $100 for their 
services When the judges completed their task, we ascertained 
the internal consistency and level of interrater agreement ın 


the creativity ratings Alpha for the scale for Judge A was 
84, and for Judge B it was 78 The ICC coefficient 
between the judges was 87, which indicates high agree- 
ment ın their assessments (Cicchetti 1994) Thus, as with 
Study 2, the ratings were averaged across judges to form an 
overall creativity score (M = 3 6, range 10 to 5 6) 


Intrinsic motivation Because intrinsic motivation ıs at 
the center of the controversy over the effect of extrinsic 
rewards on creativity, we included ıt as a second dependent 
variable 1n the design Intrinsic motivation can be ascer- 
tained at either a general level—such as for a hobby or job 
(Amabile et al 1994)—or for a specific task Given that our 
interest was 1n how the provision of a reward would influ- 
ence creativity 1n a new product task, we focused on the lat- 
ter form of intrinsic motivation We could identify no mea- 
sure of intrinsic motivation specific to new product design, 
therefore, we constructed a new measure guided by the lit- 
erature (Amabile et al 1994, Harackiewicz, Sansone, and 
Manderlink 1985, Shalley and Perry-Smith 2001) Recall 
that intrinsic motivation reflects inherent task interest 
(Amabile 1996, Csıkszentımıhalyı 1996) and ıs indicated 
by such things as the extent to which the person finds the 
activity exciting, interesting, and challenging (Amabile 
1996) It 1s also characterized by the extent to which a per- 
son becomes engrossed in what he or she 1s doing and finds 
the activity fulfilling (Csikszentmihalyi 1996) Using these 
as our guiding concepts, we constructed a five-item mea- 
sure of task intrinsic motivation that study participants 
completed after doing the design task Using a seven-point 
semantic differential format, this measure assessed the extent 
to which they found the new product design task interesting, 
exciting, challenging, engrossing, and fulfilling (vs uninter- 
esting, boring, annoying, shallow, and unfulfilling) The 
results of factor analysis suggest that the scale was unidimen- 
sional (all item loadings > 60, the first factor accounted for 
51% of the variance) Reliability for the scale ıs @ = 75 


Results 


To validate the extrinsic reward manipulation, designers 
again indicated their recall of the reward offered at the con- 
clusion of the study The creativity training manipulation 
was validated by ensuring that the designer completed 
Khatena’s divergent symbolic production task as a first step 
in the experimental process and that all the participants met 
these criteria respective to their condition Given this, we 
turned to analyzing the effects of our independent vanables 
on design creativity 


Creativity We used ANOVA to test the effects of extrin- 
sic rewards, creativity training, and their interaction on the 
creativity of the product designs Training exhibited no 
main-effect influence on creativity, whereas extrinsic 
rewards exhibited a significant positive influence, as 1t had 
ın Study 2 (F(1, 106) = 5 50, p < 02) However, like Study 
2, this main effect 1s qualified by a significant interaction 
between the two independent factors (F(1, 106) = 5 01, p < 
03) As Figure 2 shows, when no training was provided, 
extrinsic rewards did nothing to ımprove the creativity of 
the outcomes produced However, among participants who 
received training, the story 1s markedly different Here, as in 


Facilitating and Rewarding Creativity / 61 


FIGURE 2 
Creative Imagery Training x Extrinsic Reward 
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the previous study, there 1s a pronounced increase 1n the 
creativity of the designs among those who received an 
external reward compared with their unrewarded counter- 
parts (contrast Mramıng, reward = 493 VS Meraining, no reward = 
3 27, F(1, 54) = 10 13, p < 002) Moreover, participants 
who received training along with an extrinsic reward exhib- 
ited significantly higher levels of creativity than in any of 
the other conditions of the study (contrasts Mraming, reward = 
4 03 vs Mo tramng, reward = 3 57, F(1, 54) = 492, p < 03, 
Mang, reward = 4 03 vs Mno tramimg, no reward — 355, F(1,55)— 
4 89, p < 03) 


Intrinsic motivation This study was also designed to 
examine the role of intrinsic motivation in the creative 
process To investigate this variable, we performed the fol- 
lowing analyses First, we ran the same two-way ANOVA 
as for our creativity measure but substituted intrinsic moti- 
vation as the dependent variable The results support an 
important role for intrinsic motivation and reveal a signifi- 
cant interaction (F(3, 104) = 7 20, p < 01) Among partıcı- 
pants who were untrained, the provision of an extrinsic 
reward had a negligible effect on intrinsic motivation 
(Mi training, no reward = 392 vs Myo training, reward 7 3 91, 
F(1, 53) = Ol,not significant) Although not the significant 
decline ın intrinsic motivation that has been reported ın the 
creativity literature, 1t does little to refute this position 
More important, for participants who received creativity 
training, the results are quite different The provision of an 
extrinsic reward produces a pronounced increase 1n intrin- 
sic motivation (Meraınıng, no reward = 3 66 VS Meraining, reward = 
4 34, F(1, 51) = 2149, p < 001) In fact, training and 
rewards 1n combination produced the highest levels of 
intrinsic motivation ın the study by a significant margin 
(contrasts Mitramıng, reward = 434 vs Mno tramng, reward = 
391, F(1, 53) = 603, p < 02, Miranng, reward = 434 vs 
Mao training, no reward = 3 92, F(1, 54) = 5 93, p < 02) 

The provision of an external reward 1s accepted and inter- 
preted differently among participants who had first received 
creativity training than among those who had received no such 
training This finding affirms the important role of intrinsic 
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motivation 1n the creative process, however, contrary to the 
prevailing view that extrinsic rewards necessarily undermine 
intrinsic motivation, our results show that extrinsic rewards 
can actually increase intrinsic motivation ın certain conditions 
(1e , when people are also given proper training) 

It 1s worth noting the similarity of the pattern of effects 
between intrinsic motivation and the creativity of the new 
product designs The patterns are highly consistent despite one 
measure (intrinsic motivation) coming from self-reports of the 
participants themselves, whereas the other (creativity) came 
from independent judges blind to conditions of the study This 
separation makes it unlikely that the findings are a result of 
common method variance or some other study artifact 


Mediation analysis The previous analysis examined 
intrinsic motivation separately from creative outcomes How- 
ever, we were also hoping to show evidence that these con- 
structs are linked through the creative process In other words, 
we were interested 1n investigating the set of mediated rela- 
tionships within the context of the creativity training modera- 
tor Therefore, we also conducted a multiple group analysis 
This analysis involves splitting our study participants into two 
groups (training/no training) and then using structural equa- 
tion modeling to compare the paths of extrinsic rewards to 
intrinsic motivation to creative outcomes between the two 
groups (Edwards and Lambert 2007) To avoid problems cre- 
ated by a high item-to-sample ratio, we first created compos- 
ite indicants of our measures through a partial disaggregation 
confirmatory factor analysis model (Bagozzi and Heatherton 
1994) The principal advantage of this technique 1s that it 
reduces the number of parameters to be estimated in the 
model and helps reduce measurement error 

When this analysis 1s undertaken, an interesting set of 
relationships emerges Extrinsic rewards are positively 
related to intrinsic motivation, which ın turn 1s positively 
Imked to creative product outcomes, but only for participants 
who had first completed the creativity training regimen 
(extrinsic reward-intrinsic motivation [B = 105, t = 4 54, 
crıtıcal t = 1 96), intrinsic motivation-creative outcomes 
[B = 47, t = 217, cntical t = 196]) Among our untrained 
participants, there is no relationship between extrinsic 
rewards, intrinsic motivation, or creative outcomes (extrinsic 
reward-intrinsic motivation [B = — 02, t = — 06, critical t = 
1 96], intrinsic motivation-creative outcomes İB = —02, t = 
— 12, critical t = 1 96], overall model fit statistics %2 = 56 37, 
comparative fit index = 93, nonnormed fit index = 90, and 
root mean square error of approximation = 09) This addi- 
tional analysis further supports our contention that extrinsic 
rewards can enhance creative product outcomes, but only 
when they are used ın conjunction with appropriate training 
It also supports the notion that this process flows through 
intrinsic motivation It seems that the combination of training 
and rewards enables designers to work both smarter and 
harder This 1s, to our knowledge, the first time creativity 
training, extrinsic rewards, intrinsic motivation, and creative 
product outcomes have all been linked simultaneously 


Discussion 


In two experiments, we find that creativity training interacts 
with extrinsic rewards to enhance the creativity of new product 


outcomes This synergy exists regardless of whether the 
training 1s in the form of focused ideation production or 
the more generalized creative imagery technique However, 
the consistency of these findings raises the obvious question 
of whether any visualization might be sufficient to produce 
this outcome (Why go to the trouble of elaborate training 
regimens if one can simply have someone “imagine any- 
thing"?) Although the training techniques that we used in 
our studies have been developed and refined over many 
years, this 1s a legitimate question, particularly given that 
our control condition did not involve visualization 

To address this concern, we undertook a follow-up study 
using newly recruited participants In this study, we used the 
Same training procedures, same design task, and same 
judges as in Study 2 Because this study 1s focused on the 
nature of the training manipulation, we blocked on reward 
condition (1e , the reward was offered to all study partici- 
pants) Otherwise, participants were randomly assigned to 
either the new control condition or the creativity training 
condition In the new control condition, instead of “doing 
nothing,” participants completed a guided-visualization task 
that involved the peeling and eating of a lemon This task 
was sourced from a website that provides exercises to 
familiarize people with visualization techniques The con- 
trol condition and the training condition were parallel in 
time taken to complete Participants who received creative 
visualization training exhibited significantly higher creativ- 
ity 1n their product designs than did those who participated 
ın a random visualization task (Moreative visualization = 4 10, 
Meontrol visualization = 3 66, ((37) = 196, p < 05, n = 39) 
Therefore, although there seems to be some flexibility in 
how the visualization training 1s accomplished, it must be 
creativity directed Any random visualization task 1s not 
sufficient to produce creative outcomes 


General Discussion 


Few issues are more important to the long-term success of 
a firm than the development of innovative new products 

Therefore, understanding the conditions and processes that 
lead to such innovations has long been a focus of market- 
ing research Within this domain, scholarship has 1nvesti- 
gated the firm competencies and capabilities that lead to 
product innovation (Chandy et al 2006, Im and Workman 
2004, Sethi 2000, Troy, Hirunyawipada, and Paswan 2008), 
the role of interfirm relationships and strategic alliances in 
bringing new product innovations to market (Carson 2007, 
Ganesan, Malter, and Rindfleisch 2005), cross-cultural 
influences on the NPD process (Nakata and Sivakumar 
1996, Song and Parry 1997, Tellis, Prabhu, and Chandy 
2009), and the role of consumers 1n new product innova- 
tion and diffusion (Bendapudi and Leone 2003, Fang 2008, 
Hoeffler 2003, Joshi and Sharma 2004, Wood and Moreau 
2006) Although creativity 1s relevant in all of these con- 
versations, few of these studies actively consider its role ın 
their investigations Perhaps this neglect stems from the 
widespread perception of creativity as something mystical 
or divinely imparted rather than a normal cognitive process 
that can be enhanced (Sternberg and Lubart 1999, Weis- 
berg 1993) As one of our informants explained, 


One of the reasons I think creativity 1s not consciously 
addressed and talked about in business 1s because of peo- 
ple’s misunderstanding of creativity I think many see cre- 
ativity as a separate segment of the population, a separate 
skill set Many high-performing CEOs and leaders are 
probably very creative, but most people label them as 
“mtellectually brilliant” or having “good organizational 
skills " By not including creativity in that vocabulary, ın 
that script, 1t becomes undervalued 


Our research helps refute this misconception by demon- 
strating that creativity can be facilitated through two tools 
commonly at a manager’s disposal incentives and training 


Managerial Implications 


One practical implication of our findings is that firms 
should do more to provide creativity training to employees 
Although such a recommendation may seem obvious in 
hindsight, a notable number of the firms 1n our study do not 
provide any type of formal creativity training for their 
employees (even for personnel who work ın key areas such 
as new product design) The entirety of these firms’ creative 
strategy entails hiring the right people and simply expecting 
that they will be creative Our results show that even rela- 
tively sumple creative visualization exercises can pay sub- 
stantial dividends 1n enhancing creative outcomes 

Training may be for naught 1f 1t 1s not paired with the 
proper incentives, and this may be the most important 
insight to emerge from our research As our findings make 
clear, rewards and training cannot be viewed independently 
of each other However, all too often, managers treat them 
as separate issues, particularly in the case of rewards 
Although we now have convincing evidence that trying to 
use extrinsic rewards to induce creativity 1s more likely to 
produce the opposite effect (see, e g , Amabile 1996, Deci, 
Koestner, and Ryan 199923), managers seem either unaware 
or unwilling to heed this evidence A common recommen- 
dation in the management literature, therefore, 1s to find 
ways to reduce reliance on rewards (Amabile 1998) How- 
ever, our results suggest that this advice may be premature 
Although we acknowledge that when extrinsic rewards are 
offered in isolation they are likely to be counterproductive, 
the same cannot be said when rewards are offered 1n con- 
junction with appropriate training Offering training along 
with a reward stands to benefit people in two ways Not 
only does the training enhance capabilities, but 1t also shifts 
interpretation of the reward from some type of an entice- 
ment to an affirmation of valued contribution In short, when 
empowered by training, the addition of the reward raises 
intrinsic motivation for challenging tasks 

Our findings highlight the complexities inherent in 
managing creativity but also the potential to leverage cre- 
ativity through the careful application of common manage- 
rial tools such as incentives and training Although we con- 
sider our results encouraging, additional contextual factors 
are likely to moderate the effectiveness of these tools and, 
therefore, represent opportunities for further research 


Limitations and Further Research 


İt ıs important to acknowledge the limitations of this 
research, all of which present opportunities for further 
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investigation Our experimental methodology has some 
limits ın terms of external validity We were limited ın the 
amount of training we were able to give our research par- 
ticipants Although past research has shown that even lim- 
ited creativity training can be beneficial (Clapham 1997, 
Dahl, Chattopadhyay, and Gorn 1999), more extensive 
training would be desirable, particularly ın real industry 
settings Thus, we consider our findings to represent a con- 
servative test of the benefit of combining training and reward 
programs 

We also chose an extrinsic reward that provided a finan- 
cial incentive for the designs judged as “best " Firms make 
use of a wide variety of extrinsic incentives including 
bonuses, contests, promotions, and even punitive threats to 
increase productivity These incentives may operate 1n dif- 
ferent ways, especially in their interaction with training For 
example, the extrinsic reward that we used (a contest) prob- 
ably induces competition among the designers to secure the 
prize Further research could disentangle financial and com- 
petitive incentives to better understand how the effective- 
ness of training can be enhanced 

We also limited our experiments to a single design prob- 
lem 1n an effort to control extraneous influences across the 
studies Although we believe that an umproved car Jack for 
elderly adults represents a realistic and natural type of prob- 
lem that new product designers are likely to encounter, 1t 1s 
nonetheless a specific type of problem It would be interest- 
ing to find 1f our results hold for other types of NPD contexts, 
particularly 1n high-technology areas such as microchips, 
software development, and aerospace engineering 

In addition, our research focused primarily on individual- 
level aspects of creativity (e g , cognitive processes, internal 
motivations) However, 1n 1ndustry, these factors will often 
transpire within a group context, such as part of a cross- 
functional team (eg , Rathnam, Mahajan, and Whinston 
1995, Sethi 2000, Troy, Hirunyawipada, and Paswan 2008), 
which provides an opportunity to expand into new research 
questions Do individual motivations change when they are 
embedded 1n a group context? Does rewarding team per- 
formance alter the creative equation compared with reward- 
ing individual initiative? How might team dynamics 
enhance (or attenuate) the benefits of training? The lack of 
answers to questions such as these highlights the need for 
further research to examine the role of creativity at multiple 
levels 

Another opportunity exists to extend research into the 
question of outside expertise Several firms 1n our qualita- 
tive study outsourced a significant portion of the creative 
task to consultants, which raises a question If intrinsic 
motivation 1s so fundamental to this process, why do firms 
so readily pay someone else to produce creative ideas? 
Would a consultant have the same intrinsic motivation that 
an employee would? The simple answer would be no (Their 
effort 1s supplied 1n direct exchange for compensation ) 
Consultants presumably work in creative fields because 
they enjoy 1t and so may enter the process with high levels 
of intrinsic motivation There has been little research that 
considers the influence of agent relationships such as con- 
sultants on creativity, which, again, 1s surprising given how 
prevalent this practice 1s 1n industry 
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Finally, our participants were engineering students who 
were at the beginning of their careers, therefore, their recep- 
tiveness to training and natural intrinsic motivation proba- 
bly would be high Again, the finding that we still found 
differences actually suggests robustness in our results 
Nonetheless, ıt would be interesting to examine whether our 
results would replicate using a group of midcareer engi- 
neers or more senior designers The past successes and fail- 
ures of these people are likely to influence both their recep- 
tiveness to training and their interpretation of incentive 
programs Although our studies provide a good starting 
point, there are many ways subsequent studies could branch 
out ın terms of identifying further limitations and boundary 
conditions of this interaction 


Appendix 


Visualization Training 


In solving design problems, many designers find that form- 
ing visual images (pictures 1n the mind) can help them pro- 
duce innovative and effective designs One visualization 
strategy that has been shown to aid in the design process 
involves visualizing the potential customer of the product 
Seeing in your mind, a product-user being involved and 
interacting with a proposed product design can facilitate the 
development of design solutions 

For many individuals, visualizing the customer 1s a diffi- 
cult task The present training task 1s a guided 1magery exer- 
cise that provides practice 1n visualizing the customer 
Please read through the following paragraph and attempt to 
visualize the images expressed After reading each sentence, 
close your eyes and visually process the expressed 1deas and 
try to “see” the customer 1n the product usage situation 

Please picture ın your mind a young adult Perhaps 
someone that 1s 1n their early twenties Imagine that the 
young adult 1s quite thin and petite In your mind you can 
see them 1n their apartment The apartment 1s quite small 
having only a bedroom, Kitchen, living room, and a bath- 
room Imagine the young adult coming into their living 
room You see that they are dragging a large box The box 1s 
obviously very heavy for the young adult and the size of it 
is almost overwhelming You watch as they struggle to 
move the box into the centre of the room After quite some 
time they finish positioning the box and begin to open it 
The thick packaging tape makes opening a difficult task 
You can see the young adult getting frustrated and 1n anger 
they attempt to mp at the cardboard Finally the box 1s open 
You see that ın the box are the pieces to a set of new 
wooden TV dinner stands Dumping the contents on the lıv- 
ing room floor, the young adult searches for the page of 
instructions The instruction sheet 1s on a small piece of 
cardboard and you can tell that the printing on the sheet 1s 
quite small You can tell that the young adult 1s having trou- 
ble reading the fine print of the instructions You watch as 
the young adult reaches to a nearby shelf and opens a 
glasses case, retrieves a pair of glasses, and then puts them 
on The young adult studies the instruction sheet for what 
seems like an eternity Finally, they put down the instruc- 
tions and they begin to assemble the stand You can tell that 


they are confused by the instructions and the many differing 
types of screws, pieces of wood, and other assembly materı- 
als You watch as the young adult picks up the largest piece 
of wood from the floor You can tell that their small hands 
are obviously not large enough to hold the wood, and you 
watch as the heavy piece slips from their hand and crashes 
to the floor Leaving thus scene you wonder if the new stand 
will ever be assembled 

After completing the visualization exercise please raise 
your hand and the experimenter will give you the design 
task In the design task you will be asked to 1mage a cus- 
tomer using a proposed product design We suggest that you 
adopt a visualization process similar to that learned 1n this 
training session Imaging a scenario that identifies the specific 


characteristics of the customer as he or she interacts with 
the proposed design will facilitate your ability to produce 
an effective and innovative design 


Design Task 


You are asked to develop an innovative and effective car 
Jack design for elderly adults (age 60+) Please produce a 
thumbnail sketch of your design and include any brief writ- 
ten comments that are necessary to explain your design 
Please disregard any economic, material, or regulatory con- 
straints as you develop your idea You have up to one hour 
to complete your design As indicated by the experimenter, 
please use the scrap paper for your initial sketching, and the 
bonded paper for your final design 
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MinChung Kim & Leigh M. McAlister 


Stock Market Reaction to 
Unexpected Growth in Marketing 
Expenditure: Negative for Sales 
Force, Contingent on Spending 
Level for Advertising 


Because firms do not publicly report marketing expenditures, most studies of the link between firm value and 
marketing consider advertising (which is publicly reported for many firms) a proxy for marketing The authors 
extend those studies in two ways First, they broaden the proxy for marketing by considering both advertising and 
sales force Second, they offer an explanation for the fact that some studies linking advertising to firm value find a 
positive relationship, whereas others find a negative relationship The accounting literature suggests that the link 
to firm value for both unexpected growth in sales force expenditures and unexpected growth in advertising 
expenditures should be negative The authors confirm the hypothesized accounting relationship for sales force 
expenditures but find a contingent relationship for advertising expenditures Firm value and unexpected growth in 
advertising expenditures are negatively related for firms that advertise below the advertising response threshold, 
but they are positively related for firms that advertise above that threshold Perhaps because this contingent 
relationship is difficult for analysts to learn through observation of the stock market, analysts ignore value-relevant 
advertising expenditure information when they forecast firm value 


Keywords advertising, sales force, fundamental signals, analysts' forecasts, firm value, cumulative abnormal stock 
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arketing scholars and practitioners have emphasized of those studies have been mixed. Some studies find a posi- 
IM the 1mportance of understanding the effect of mar- tive link between advertising and firm value, others find a 
keting expenditure on firm value (1e , understand- negative link, and still others, an 1nsignificant link (Con- 
ing the "value relevance" of marketing) (e g , Doyle 2000, char, Crask, and Zinkhan 2005) One contribution of this 
Hanssens, Rust, and Srivastava 2009, McAlister, Srını- article 1s to help explain these seemingly conflicting find- 

vasan, and Kim 2007, Rust et al 2004) The Marketing Sci- ings by appealing to extant theories on advertising 
ence Institute also reports that this topic has been a top pri- As another contribution, we note that the broad umbrella 
ority for senior marketing executives for more than a decade of “marketing” can include advertising, promotion, sales 
(Marketing Science Institute's Research Prionties from force, public relations, marketing research, and so on How- 
1996 to 2010) In response, there have been many studies of ever, most value-relevance studies in this domain restrict 
the link between advertising and firm value, but the findings consideration to “advertising expenditure” (cf Pauwels et al 
[2004] and Srinivasan et al [2009] consider the value rele- 
ee vance of both advertising and sales promotion expenditures 
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value relevance, we represent advertising expenditure and 
sales force expenditure by a fundamental-analysis-based 
signal of that expenditure, that 1s, by the unexpected growth 
in that expenditure We propose that the sign of the link 
between a fundamental signal and stock returns can be posi- 
tive for the fundamental signal of advertising but negative 
for the fundamental signal of sales force We believe that the 
difference 1n sign 1s driven by advertising’s continuing 
impact on future earnings and, thereby, future cash flows 
(1 € , advertising’s persistence effect) Furthermore, we pro- 
pose that the sign of the link between stock returns and the 
fundamental signal of advertising 1s contingent on the level 
of a firm’s advertising expenditures Only firms with adver- 
tising expenditures above the response threshold (the spend- 
ing level necessary for a sales response) will experience the 
benefit conveyed by advertising’s persistence effect 

To test the hypotheses related to the fundamental signal 
of advertising, we supplement data from firms’ financial 
reports with syndicated estimates of media spending for 
leading national advertisers (the 1000 firms that spend the 
most on advertising in a year) We confirm the hypotheses 
Firms that advertise above the response threshold have a 
positive link between stock returns and the fundamental sig- 
nal of advertising, firms that advertise below the response 
threshold have a negative link Furthermore, because we 
consider both leading national advertisers and firms that 
publicly report advertising expenditure, we can make sense 
of seemingly conflicting results from previous studies that 
considered only leading national advertisers or only firms 
that publicly report advertising expenditures Consistent 
with our hypotheses, studies that consider only leading 
national advertisers (firms that advertise above the advertis- 
ing response threshold) find a positive link between adver- 
using and firm value Studies that consider only those firms 
that publicly report advertising spending (the majority of 
which, at least 1n our data, advertise below the advertising 
response threshold) typically find a negative or an insignifi- 
cant link between advertising and firm value 

To test this hypothesis relating stock returns to the fun- 
damental signal of sales force, we used Selling Power—based 
estimates of sales force spending for the 500 firms with the 
largest sales forces Consistent with there being no persist- 
ence effect for sales force spending, we find a negative link 
between stock returns and the fundamental signal of sales 
force 

Given these findings, we suggest that regulators require 
detailed reporting of value-relevant advertising and sales 
force expenditures In addition, these findings suggest that 
managers should maintain discipline in sales force spending 
and, for firms below the advertising response threshold, in 
advertising spending Farms above the advertising response 
threshold, however, should recognize that unexpected 
increases ın advertising spending are likely to cause an 
immediate boost to stock price 

Throughout this article, we use the term “marketing” 
generically (to represent either advertising or sales force) if 
there 1s no need to distinguish between advertising and 
sales force When distinctions are important, we refer 
specifically to advertising or to sales force In the next sec- 
tion, we detail the logic behind the proposed effects 


Theoretical Development and 
Hypotheses 


We begin our discussion of the effects’ logic by elaborating 
on the rationale for using unexpected growth in marketing 
expenditure in a test of marketing’s value relevance and 
why accounting research suggests that unexpected growth 
in marketing expenditures will lead to lower-than-expected 
future earnings We then explore the implications of adver- 
tising’s persistence and threshold effects and present three 
hypotheses regarding the value relevance of unexpected 
growth in marketing expenditure 


Accounting Research Suggests That Unexpected 
Growth in Marketing Expenditures Will Lead to an 
Otherwise Unexpected Decrease in Future 
Earnings 


Under the well-known efficient market hypothesis in 
finance, the stock market 1s believed to immediately incor- 
porate all available information into the prce of a firm's 
stock Under the efficient market hypothesis, stock prices 
react only to surprises that can change investors’ expecta- 
tions of future cash flow (Mızık and Jacobson 2004) Con- 
sequently, a firm that increases marketing spending at the 
expected rate provides no surprise, 1t 18 only when a firm's 
marketing spending increases faster (or slower) than 
expected that such unexpected spending growth might 
change stock price 

To understand the impact of unexpected spending 
growth on stock price, consider first the 1mpact of unex- 
pected spending growth on sales Unexpected growth in 
marketing spending 1n year t will be likely to 1ncrease earn- 
ings in year t, a short-term effect In addition, unexpected 
growth 1n marketing spending in year t might also have 
implications for future years' earnings, a long-term effect 
Virtually all empirical studies that attempt to explain stock 
returns (1e , changes 1n stock price) include changes 1n earn- 
ings as one of the predictors (eg, Ball and Brown 1968, 
Kotharı 2001) Given this, the impact on stock returns of 
unexpected-growth-in-marketing-spending’s short-term 
effect on earnings will be captured in the coefficient of 
earnıngs Consequently, the coefficient of unexpected growth 
in marketing spending reports the impact on stock returns 
of that variable's long-term impact on earnings (Jacobson 
and Muzik 2009, Joshi and Hanssens 2010) That is, a posi- 
tive coefficient indicates that unexpected spending growth 
implies an otherwise unexpected increase 1n future earnings 
and, thus, an otherwise unexpected, immediate increase in 
stock price Similarly, a negative coefficient indicates that 
unexpected spending growth implies an otherwise unex- 
pected decrease in future earnings and an immediate decrease 
in stock price 

Accounting research suggests a negative coefficient for 
unexpected growth in marketing expenditures 1n. models of 
stock returns The reasoning begins by noting that, though a 
firm’s reported earnings are an important determinant of its 
stock price, a dollar of earnings for one firm does not neces- 
sarily create the same expectation for future cash flows that a 
dollar of earnings from another firm creates Analysts believe 
that “signals of earnings quality,” derived from operational 
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variables, contain information about the probability that earn- 
ings will continue into the future (Lev and Thiagarajan 
1993) These signals can be thought of as “vital signs” for the 
firm Good values for these signals indicate that the firm 1s 
more likely to be able to increase earnings, bad values ındı- 
cate that the firm 1s less likely to be able to increase earnings 
The operational variables that financial analysts reportedly 
consider include cost items (e g , selling, general, and admin- 
istrative expenses [SG&A]) and other indicators of opera- 
tional efficiency (e g , inventory level, order backlog) 

Again, consistent with the efficient market hypothesis, it 
1s the unexpected growth (1e , actual minus expected) of an 
operational variable that will affect a firm’s stock price In 
particular, this literature suggests that analysts interpret 
unexpectedly rapid growth 1n one of these operational vari- 
ables as a signal of loss of control that 1s likely to reduce 
future earnings Testing hypotheses on the basis of that rea- 
soning, the accounting hterature shows that a firm's stock 
price tends to fall when an operational variable increases 
faster than expected (Abarbanell and Bushee 1997, 1998, 
Amur, Lev, and Sougiannis 2003, Covrig and Low 2005, Lev 
and Thiagarajan 1993) 

Consequently, ın the absence of countervaihng forces, the 
stock market will interpret unexpected growth 1n advertising 
spending or unexpected growth in sales force spending as a 
loss of control likely to compromise future earnings, thereby 
causing an immediate reduction ın stock price In the pres- 
ence of countervailing forces, however, the stock market 
might draw different inferences from unexpected spending 
growth The two particular countervailing forces we propose 
are advertising’s persistence effect and its threshold effect 


Advertising’s Persistence Effect: Unexpected 
Growth in Advertising Expenditures Will Lead to 
an Otherwise Unexpected Increase in Future 
Cash Flows 


In addition to its short-term impact on sales, advertising has 
a long-term 1mpact It 1s well documented in the literature 
that advertising aired in one period can continue to influ- 
ence sales 1n future periods (Clarke 1976, DeKimpe and 
Hanssens 1995, 1999, Graham and Frankenberger 2000, 
Leone 1995, Little 1979) Behaviorally, advertising's per- 
sistence effect might be related to an advertisement's linger- 
ing impression mn consumers’ memories or to shopping 
habits learned during the period 1n which the advertisement 
was aired Empirically, effective advertising in one year has 
been shown to influence sales for as long as two years into 
the future, and the incremental sales in future years have 
been estimated to be twice the level of incremental sales 
generated at the time the advertisement was aired (Keller 
2008, pp 238-39) 

Because advertising’s persistence effect has been 
researched at length and experienced in practice, it 1s rea- 
sonable to assume that the stock market is aware of this 
effect If the stock market interprets unexpected growth in 
advertising spending as a signal that the firm 1s going to 
enjoy otherwise unexpected sales 1n future periods because 
of the persistence effect, the stock market should react to 
unexpected growth in advertising spending in period t by 
Increasing firm value in period t Some studies show that 
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the stock market indeed reacts to unexpectedly high adver- 
tising spending by raising stock price (Joshi and Hanssens 
2010, Srinivasan et al 2009) The findings from these studies 
indicate that 1t must be, at least for the firms they studied, that 
the market interprets unexpectedly high advertising spending 
as a harbinger of good things to come Therefore, we expect 
that an unexpected increase in advertising spending, even if it 
I$ not repeated ın the future, can continue to yield incremental 
sales ın the future, thus, the market will react to unexpectedly 
high advertising by immediately increasing firm value, at least 
in some cases 

Whereas advertising 1s often characterized as providing 
long-term benefits, the sales force 1s typically characterized 
as providing short-term benefits (Cespedes 1995, Homburg, 
Jensen, and Krohmer 2008, Montgomery and Webster 1997, 
Rouziés et al 2005, Strahle, Spiro, and Acito 1996) The 
selling organization 1s rewarded for delivering short-term 
benefits that are essential to the firm's survival Because 
those rewards keep the selling organization focused on short- 
term goals, conflict can arise between marketing and sales if 
marketing asks sales to support strategies with long-term 
payoffs (Montgomery and Webster 1997) Therefore, it 1s not 
surprising that the persistence effect has not been hypothe- 
sized for sales force expenditure There 1s no reason to think 
that unexpected growth ın sales force spending, when that 
Incremental spending 1s not repeated in the future, will yield 
incremental sales in the future! Although advertising 
research has a long tradition of considering the impact of cur- 
rent spending on current and future sales, the sales force liter- 
ature has focused on the 1mpact of current spending on cur- 
rent sales This literature 1s particularly concerned with the 
effectiveness and efficiency of current sales force spending, 
asking how the firm can get more current sales for the current 
spending (eg, Horsky and Nelson 1996, Palmatier et al 
2008, Rangaswamy, Sinha, and Zoltners 1990, Richards and 
Jones 2008) 2 

In the absence of a persistence effect for sales force 
spending, it 1s proposed that the stock market interprets 
unexpected growth 1n sales force Spending (as ıt interprets 
unexpected growth in spending on other operational vari- 
ables) as a cost-control issue likely to compromise future 
earnings Consequently, the market will react to unexpected 
growth 1n sales force spending by decreasing stock price 

Summarizing these arguments, in a model of stock 
returns, the coefficient of unexpected growth in advertising 
spending or of unexpected growth in sales force spending can 
be interpreted as an indicator of the inference that the stock 
market draws (from that unexpected growth in spending) 


lFor example, employing incremental, temporary salespeople in 
period t should lead to incremental sales and earnings 1n period t, 
but it 1s unlikely that those incremental sales and earnings persist 
when the temporary salespeople depart 1n period t + 1 

ZRangaswamy, Sinha, and Zoltners (1990) present a model to 
assist with optimizing sales force structure, and Horsky and Nel- 
son (1996) present a model to identify potential productivity gains 
from an existing sales force structure Palmatier et al (2008) 1den- 
tify the characteristics of relationship marketing programs that 
make those programs efficient and effective. Richards and Jones 
(2008) link sales force efficiency and effectiveness to customer 
equity (and, presumably, to firm value) 


about otherwise unexpected earnings changes 1n the future 
Because the effect of advertising 1s likely to persist into the 
future, the market will, ın some cases, infer that unexpected 
growth in advertising spending will result in otherwise 
unexpectedly high future earnings Because there 1s a lack 
of a persistence effect for sales force spending, the market 
infers that unexpected growth ın sales force spending ındı- 
cates a cost-control problem that will result in otherwise 
unexpectedly low future earnings 


Advertising Threshold Effect: Only Firms That 
Advertise Above the Response Threshold Will 
Experience the Persistence Benefit 


In the previous section, we qualified predictions about the 
effect of unexpected growth in advertising spending, noting 
that, ın some cases, unexpected growth ın advertising 
spending will have a positive coefficient 1n a stock return 
model We propose that the long-studied threshold effect for 
advertising (Adachi and Liu 2009, Ambler 1996, Bemmaor 
1984, Corkindale and Newall 1978, Dubé, Hitsch, and 
Manchanda 2005, Lambin 1976, Little 1979, Vakratsas et al 
2004) might determine cases ın which unexpected growth 
in advertising spending has a positive coefficient If there 1s 
an “advertising threshold”—that 1s, some positive amount of 
advertising spending that 1s necessary before any sales 
impact can be detected (Hanssens, Parsons, and Schultz 
2001)—then a firm's advertising level being above or below 
that threshold should influence the stock market’s reaction 
to advertising spending 

Although empirical studies of the threshold effect have 
focused on response to advertising for 1ndividual brands, we 
can think of a firm as an aggregation of its brands and project 
the possibility of a threshold effect for firm-level advertising 
spending If the stock market 1s aware of the existence of this 
firm-level advertising threshold, the stock market will only 
make the positive persistence-effect 1nferences for firms that 
advertise above the threshold That 1s, for a firm that adver- 
tises above the threshold, the stock market will infer that 
unexpected growth ın advertising spending ın period t will 
result (through the persistence effect) 1n otherwise unexpect- 
edly high sales 1n future penods, which will increase the 
firm's value in period t For a firm that advertises below the 
threshold, the stock market will realize that the firm's current 
level of advertising 1s not sufficient to generate significant 
incremental sales in period t or in future periods Conse- 
quently, the stock market will infer that the below-advertising- 
threshold firm's unexpected growth 1n advertising spending 
in period t indicates a loss of cost control likely to harm 
future earnings, and the market will reduce the value of that 
below-advertising-threshold firm 1n period t 

Consistent with this spending level-contingent effect of 
advertising on firm value, we note that studies examining 
the effect of advertising expenditure on firm value yield 
mixed results Conchar et al 's (2005) meta-analysis of 88 
models shows that the effect of advertising expenditure on 
firm value ranges from —5 98 to 9 50 Researchers have 
explained variation 1n the effect of advertising expenditure 
on firm value according to firm size (Chauvin and Hirschey 
1994, Conchar, Crask, and Zinkhan 2005, Hirschey and 
Spencer 1992), industry (Chauvin and Hirschey 1993, Core, 


Guay, and Buskirk 2003), and firm age (Core, Guay, and 
Buskirk 2003) We extend that literature by considering the 
possibility that the stock market’s reaction to a firm’s adver- 
tising spending might be influenced by the level of that 
advertising spending 


Hypotheses 


In summary, on the basis of the reasoning laid out previ- 
ously, we present the following hypotheses regarding the 
value relevance of advertising expenditure and sales force 
expenditure Because advertising’s persistence effect will 
only counteract the negative inferences the stock market 
draws from unexpected advertising spending growth for 
those firms that advertise above the threshold, we hypothe- 
size the following 


H, Beyond advertising’s impact on current earnings, unex- 
pected advertising spending growth for firms that adver- 
tise above the advertising response threshold increases 
stock returns 


Hj Beyond advertising's impact on current earnings, Unex- 
pected advertising spending growth for firms that adver- 
tise below the advertising response threshold decreases 
stock returns 


Because there 1s no persistence effect for sales force 
expenditure to counteract the negative inferences the stock 
market draws from unexpected spending growth in sales 
force, we hypothesize the following 


H4 Beyond the sales force’s impact on current earnings, 
unexpected sales force spending growth decreases stock 
returns 


In addition to these formal hypotheses involving the 
stock market's reaction to unexpected spending growth, we 
examine two additional research questions regarding finan- 
cial analysts’ reactions to such unexpected spending growth 
It 1s assumed that analysts learn about the stock market's 
reactions by observing stock prices Accounting research 
documents this process (eg , Amir, Lev, and Sougiannis 
2003) but also shows that analysts do not completely 
impound all value-relevant information contained in the 
fundamental signals (Abarbanell and Bushee 1997, Cheng 
2005) Although an explanation for analysts’ imperfect assim- 
uation of value-relevant information 1s an ongoing research 
topic (mainly 1n the accounting literature), we might attrib- 
ute that imperfection to differences 1n analysts’ training, dif- 
ferences 1n their private information sets, and/or differences 
in their information-processing styles No matter what the 
explanation 1s for analysts’ imperfect use of value-relevant 
information, we speculate that analysts will be more likely 
to use information that 1s easy to learn than information that 
is difficult to learn We also believe that it 1s easier to learn 
about the stock market’s reaction to unexpected growth ın 
sales force spending than unexpected growth 1n advertising 
spending, because the reaction to unexpected growth 1n sales 
force spending 1s not contingent on the level of sales force 
spending Thus, we expect that analysts' forecasts will 
incorporate value-relevant information from unexpected 
growth 1n sales force spending but will not capture value- 
relevant information from unexpected growth 1n advertising 
spending 
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Variables in the Models 


To test hypotheses and investigate research questions, we 
develop cross-sectional time-series regression models In 
this section, we develop the variables to be used 1n those 
models We begin by extending accounting-based funda- 
mental signals to create fundamental signals related to mar- 
keting Next, we explain the dependent variable for testing 
hypotheses (annual cumulative abnormal stock returns) and 
the dependent variable for testing analysts’ reaction to the 
fundamental signals of marketing (unexpected change in 
the analysts’ forecasts of firm value) We then introduce 
other predictor variables used 1n the models 


Focal Predictor Variable: Fundamental Signal of 
Marketing (Smarketing)* 


To structure appropriate marketing-related predictor vari- 
ables for the tests of our hypotheses, we turn to fundamen- 
tal analysis, a method of secunty valuation that 1nvolves 
examining a firm's earnings, sales, assets, expenses, and so 
on Fundamental analysis 1s an 1mportant and basic tool 
that investors use to assess a firm's financial health as they 
look for under- and overvalued stocks For example, Lev 
and Thiagarajan (1993) find that financial analysts, who 
might be a representative group of investors, rely on finan- 
cial ratio-based fundamental analysis when they value a 
firm Lev and Thiagarajan (1993) and Abarbanell and 
Bushee (1998) show that the application of fundamental 
analysis yields significant abnormal stock returns Kothari 
(2001) notes that one of the principal sources of demand 
for capital markets research 1s “fundamental analysis and 
valuation ” 

Notably, no previous studies have investigated the value 
relevance of a fundamental signal of marketing (Smarketing)— 
a signal derived by fundamental analysis on marketing 
information We extend the accounting literature that mod- 
els stock returns by 1ncluding (1) a fundamental signal of 
advertising (Sadvertising) and (2) a fundamental signal of 
sales force (Ssales force) 1n the model of firm value 

An important assumption underlying the fundamental 
signals introduced by the fundamental-analysis literature 1s 
that operational variables are expected to change at the same 
rate as a firm's sales That 1s, 1f the firm's sales are 1ncreas- 
ing (or decreasing), these operational variables are expected 
to 1ncrease (or decrease) at the same rate We follow the con- 
vention by assuming that investors expect an annual percent- 
age change in marketing expenditures to equal the annual 


3Traditionally, accounting research has shown that “accounting” 
is not limited to the role as a channel of information delivery 
Managerial accounting research streams have focused on 1dentify- 
ing accounting information that drives “firm value" and measuring 
value drivers (Ittner and Larcker 2001) Lev and Thiagarajan 
(1993), on whose work we based our research, 1s one example of 
identifying and measuring potential value drivers on the basis of 
accounting information and of showing that some of the “signals” 
they identified are indeed “value drivers ” Thus, if one of the pro- 
posed fundamental marketing signals 1s shown to be related to 
stock returns, then the fundamental signal will be a value driver 
Because we build our model from the work of Lev and Thiagara- 
jan (1993), we use their naming convention (1e , fundamental 
signal) 
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percentage change 1n sales Thus, we construct S marketing for 
a firm 1 1n year t with the following formula4 


Smarketing = AMarketing, — ASales,, 


where 
AMarketing, = (Marketing, — Marketing )/Marketing,, 
ASales, = (Sales, — Sales, )/Sales,, 
Marketing, = (Marketing, ; 4 Marketing, 2/2, 
Sales, = (Sales,..; + Sales, 2, 
Marketing, = firm 1’s spending on marketing in year t 
(1e , firm rs spending on advertising or 
its spending on sales force 1n year t), and 
sales, = firm 1’s sales 1n year t 





Dependent Variable for Testing the Value Relevance 
of the Fundamental Signals of Marketing: 
Cumulative Abnormal Stock Returns (CAR) 


Following precedent ın the literature (Abarbanell and 
Bushee 1997, Amir et al 2003, Covrig and Low 2005, Lev 
and Thiagarajan 1993), to test Hı—Ha, we define firm value 
as annual cumulative abnormal stock return (CAR), which 
1$ the sum of 12 monthly abnormal returns for the firm (for 
the details of return accumulation periods, see the Appen- 
dix) Firm 1’s abnormal return ın month m (AR,,,) 1s that 
firm's actual return 1n month m minus its expected return in 
month m The actual monthly return for a firm 1 1n month 
m, obtained from the Center for Research on Security 
Prices (CRSP), is Rim = In[(D,m + Pim)/P,m - il, where D, 
ıs the cash dividend payable on firm 1’s common stock ın 
month m, P, 1s the closing price of firm 1’s common stock 
at the end of month m, and P. ; 1s firm Vs closing price at 
the end of month m — 1, and prices are adjusted for capital 
changes such as stock splits and stock dividends 

To estimate firm 1’s expected return in month m of a fis- 
cal year t, we follow convention and first estimate a market- 
level model of stock returns by using historical data (60 
months before the beginning of fiscal year t) and using 
Carhart's (1997) four-factor model 


Rim = Rem + Bi(Rmm — Ren) + Bo SMB m m B3,HML,, + 
Ba UMD m T Ems 


where 1 indexes the firm and m indexes the month, 


Rim = In[(Djg + Pim)/Pim — 1] = ex post rate of 
return for stock 1 during month m, 

Rom. = (Lim Li.) = an index of the ex post value- 
weighted return for all New York Stock 
Exchange firms during month m (ie, the 


4We note that other authors, using monthly media spending and 
a narrow set of companies, construct more elaborate, time-series 
models of the expected level of marketing spending (e g , Joshi 
and Hanssens 2010, Srinivasan et al 2009) If similarly detailed 
data on marketing spending ever become available for the broad 
cross-section of publicly traded firms, a time-series-based expec- 
tation could be built into these fundamental signals of marketing 
At this point, with annually reported advertising and sales force 
data, there are too few observations of marketing spending to 
effectively estimate a time-series-based expectation of marketing 
spending 


market rate of return), ın which Lim 1s the 
Fisher’s link relative, a market price index of 
all firms on the New York Stock Exchange at 
month m, 

Rg,- risk-free return at month m (one-month 
Treasury bill return rate from Ibbotson 
Associates), 

SMB,, = stock return from value-weighted portfolio of 
small stocks minus stock return from value- 
weighted portfolio of big stocks for month m 
(from French's website?), 

HML,, = stock return from value-weighted portfolio of 
high book-to-market ratio firms minus stock 
return from value-weighted portfolio of low 
book-to-market ratio firms for month m (from 
French's website), 

UMD,, = average return on two high previous return 
portfolios minus the average return on two 
low previous return portfolios for month m 
(from French's website), and 

£g" 11d N(0, o?) 


We then predict firm 1’s return for the 12 months 1n the 
fiscal year t under consideration by using the estimated 
coefficients (B,;, Bio, B,3. Big) and published values of 
SMB,, , HML,,, and UMD,, Thus, firm rs expected return 
(Rim) for a month m in a fiscal year t is Ry, = Rem + 
Bu(Rmm — Rim) + Ba SMB m + B3,HML + Ba UMD m, and 
abnormal, or unexpected, return (AR,,,) for firm 1 during 


month m 1s AR,» = Ryn - Rim Thus, firm 1’s annual CAR in 
a year t (CAR,) is CAR, = ZZ. | AR, 


Dependent Variable for Testing Analysts' Reaction 
to Fundamental Signals of Marketing: Unexpected 
Change in Analysts' Forecasts of Firm Value 

(d PVE) 


Theoretically, a firm's value 1s the discounted future cash 
flows projected by the stock market Similarly, the dis- 
counted future earnings forecasts made by analysts can be 
considered a measure of analysts' prediction of firm value 
Following Amur et al (2003), who created a discounted 
future earnings forecast measure of analysts’ forecasts of firm 
value, we use the discounted sum of five years of consensus 
earnings forecasts (median of earnings forecasts from all ana- 
lysts covering a particular firm) and expected future divi- 
dends as the present value of future earnings forecasts (PVE) 
(for more details, see the Appendix) Rather than considering 
PVE directly, we use as the dependent variable the “unex- 
pected change ın analysts’ forecasts," d PVE, [= (PVE, — 
PVE, - VP, - ıl, where PVE, . , represents the expected 
forecast for firm 1 at t, and P, _ ; 1s the closing price of firm 1 
at the end of t - 1 (Amir et al 2003) 


Control Variables 


In addition to using Smarketing as the focal predictor variable, 
we 1nclude predictor variables typically found 1n models of 
CAR 


5See http //mba tuck dartmouth edu/pages/faculty/ken french/ 
data, library html (accessed August 18, 2009) 


Change in earnings per share (d EPS) Because a 
firm's earnings are closely related to firm value (e g , Ball 
and Brown 1968, Kothari 2001), we include “change in 
earnings per share," d EPS, as a predictor ın the models of 
CAR (Abarbanell and Bushee 1997, Amir et al 2003) It is 
also useful to note that marketing spending 1n period t will 
affect earnings ın period t, thus, the coefficient of d EPS 
will capture the unexpected-growth-in-marketing spending's 
short-term 1mpact on stock returns through changes 1n con- 
temporaneous or same-period earnings Consequently, the 
coefficient of the fundamental signal of marketing will 
reflect the long-term impact of marketing spending (e, 
period t marketing spending's 1mpact on future cash flows) 


Other fundamental signals We consider nine funda- 
mental signals proposed by Lev and Thiagarajan (1993) as 
additional control variables 1n our stock return model 9 That 
1s, fundamental signals used as control variables are funda- 
mental signals related to inventory (Syny), accounts receiv- 
able (Sar), gross margin (Saw), capital expenditure 
(Scapx), effective tax rate (ETR), labor force (LF), audit 
quality (AQ), inventory system (FI), and selling, general, 
and administrative spending (Ssgs.A) Because we go 
beyond published studies to include Sadvertising and Ssales 
force» and advertising and sales force spending are included 
in SG&A according to COMPUSTAT’s definition of SG&A, 
we modify Ssgga to avoid double-counting marketing 
expenditure We break SG&A into the focal variable (adver- 
tising or sales force expenditure) and partial SG&A 
(PSG&A), which is SG&A minus the focal variable That 
18, we construct a fundamental signal of PSG&A (Spsgea) 
on the basis of SG&A excluding the focal variable in each 
model (advertising expenditure for H, and H, and sales 
force expenditure for Hz) and use Spggga as a control varı- 
able instead of Ssgga We summarize all predictor varı- 
ables 1n Table 1 


Data 


To calculate the dependent variable CAR (1e, "firm 
value"), we retrieved 60 monthly stock returns from CRSP 
To calculate control variables (1e , nonmarketing funda- 
mental signals and d_EPS), we use financial report data 
from COMPUSTAT To calculate d. PVE (1e , unexpected 
change 1n analysts' forecast of firm value), we use consen- 
sus analysts' forecasts of earnings for five years into the 
future from Institutional Brokers’ Estimate System 
(UB/E/S) 

For focal marketing variables, we draw two estimates 
For both advertising and sales force, we take a first estimate 





SI ev and Thiagarajan (1993) originally proposed 12 fundamen- 
tal signals However, because of many missing firm-year observa- 
tions for some of the fundamental signals, they focused on 9 of 
them to expand their sample size. Follow-up studies also did not 
consider all of the 12 fundamental signals Abarbanell and Bushee 
(1997) use 9 fundamental signals Amur et al (2003) include only 
5 fundamental signals in their stock return models Cheng (2005) 
include the 7 fundamental signals with coefficients that had been 
found significant 1n the previous studies Thus, we include the 9 
most frequently used of Lev and Thiagarajan's fundamental sig- 
nals 1n our stock return (CAR) model 
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TABLE 1 


Variable Operationalization 
eee -..-.. 


Data Elements in 
COMPUSTAT and Data for 


Variable Description Operational Constructa Focal Marketing Variables 
SADV C Fundamental signal of AAdvertising, — ASales, Sales = Data12 
7 advertising (for nonleading Advertising = Data45 (= ADVç) 
national advertiser firms) 
SADV L Fundamental signal of AAdvertising, — ASales, Advertising = ADV, 
E advertising (for leading 
national advertiser firms) 
Ss s Fundamental signal of ASales force, — ASales; Sales force = SFg 
i sales force 
Sinv Fundamental signal of Alnventory, — ASales; Inventory = Data78 or Data3 
Inventory 
Sem Fundamental signal of ASales; — AGross margin, Gross margin = Data12 —Data41 
gross margin 
SAR Fundamental signal of AAccounts receivable, — ASales; Accounts receivable = Data2 
accounts receivable 
SPSG&A Fundamental signal of APSG&A; — ASales, PSG&A (partial SG&A) = 
partial SG&A Data189 — focal marketing 
variable (ADVc or ADV, or SFg) 
SCAPX Fundamental signal of Alndustry capital expenditures, — Capital expenditure 2 Data30 
capital expenditure ACapttal expenditures, 
ETR Effective tax rate (1/35, -1 ETR- |) - ETR] x Earnıngs per share (EPS) — 
(EPS, — EPS, _ 4), Data58 
where ETR, = Tax Tax expense = Data16 
expense,/Earnings before taxes; Earnings before interest and 
taxes = Data170 + Data65 
LF Labor force 1 — [(Sales,/Employee,)/(Sales, _ 4/ Employee (number of 
Employee, .. 4)] employees) = Data29 
AQ Audit quality 0 for unqualified, 1 for qualified or other Audit qualification = Data49 
Fl FIFO indicator 0 for LIFO, 1 for FIFO or other LIFO or FIFO = Data59 
d EPS Change in EPS (EPS, — EPS,. 4YP,.., P; (closing stock price at the 


aAX; ıs defined as (X, — X)/X,, where X IS (X, 5*X. 412 
bFIFO = first in, first out, and LIFO = last in, first out 


of a firm's spending from COMPUSTAT Publicly reported 
“advertising and promotion” expense (Data45 ın COMPUS- 
TAT) provides the first estimate of a firm's advertising 
spending, ADVç In practice, this quantity 1s known to 
cover whatever expenses a particular firm decides are 
appropriate to report as advertising and promotional 
expense From a regulator’s perspective, what has been 
considered important 1s that the firm uses a consistent defi- 
nition of advertising and promotion expense through time 
Little effort has been made to ensure the use of a consistent 
definition of advertising and promotion expense across 
companies Consequently, differences in the definition 
across firms mught make ADVç a "noisy" indicator of a 
firm’s advertising expense 1n cross-sectional models 

To approximate a firm's sales force expenditure, we build 
from publicly reported SG&A (Datal89 in COMPUSTAT) 
Although some nonselling SG&A expenses are identified in 
COMPUSTAT (eg, advertising expense, research-and- 
development expense), and therefore can be removed from 
SG&A, other nonselling expenses (e g , accounting depart- 
ment expenses, human resources department expenses) are 
not identified and cannot be removed to isolate sales force 
expenditure from SG&A Given that the level of nonselling 
SG&A expense 1s likely to differ across firms, the resulting 
estimate of sales force expense based on COMPUSTAT, SFc, 
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end of year t) = Data199 


might be a noisy indicator of sales force expenditure ın cross- 
sectional models 

We take a second estimate of a firm’s advertising spend- 
ing from a data syndicator and note that previous value- 
relevance researchers have considered syndicated estimates 
of firms’ advertising expenditures (e g , Joshi and Hansssens 
2010, Rao, Agarwal, and Dahlohoff 2004, Srinivasan et al 
2009) In our case, we take the estimate of firm-level adver- 
tising spending each year from 1980 to 2005 from TNS 
Media Intelligence (TNS) 7 TNS approximates the amount 
that a firm spends on broadcast, print, Internet, and outdoor 
advertising 1n a given year and then reports that approxi- 
mated expenditure for the 1000 advertisers who spend 
the most ın the year (1e , leading national advertisers ın the 
year) Because the method used to create this estimate 1s the 
same across firms, we expect the advertising expenditure 
reported by TNS, ADV; , to be a less noisy predictor than 
ADV ¢c ın cross-sectional models 

We take a second estimate of sales force spending 
from Selling Power magazine Each year from 1998 to 
2005, Selling Power reported the approximate sales force 


7The data vendor (TNS) was named Competitive Media Report- 
ing (CMR) before 2000 and Leading National Advertisers (LNA) 
before 1992 In 2008, the TNS group was acquired by Kantar 
Media 


size for the firms with the 500 largest sales forces We 
approximate a firm’s sales force spending by multiplying 
its sales force size times the average annual fully burdened 
cost of a salesperson We denote this estimate of sales 
force expenditure as SFs Because the method used to cre- 
ate this estimate 1s the same across firms, we expect SFs 
to be a less noisy predictor than SFç ın cross-sectional 
models 


Samples Differ Across Data Sources 


We have three sources of data for our measures of market- 
ing expenditure COMPUSTAT, TNS, and Selling Power 
magazine If ıt were the case that the different data sources 
provided marketing information on the same set of firms, 
analysis would be relatively straightforward However, as 
Figure 1 illustrates, different data sources cover different 
firms Considering the years 1998-2005, of our 17,077 
firm-year observations, only 512 (3%) of the observations 
include marketing measures from all three data sources 8 
This means that models addressing the effects of adver- 
tising will be estimated with one set of firms (Circles A and 
C in Figure 1), whereas models addressing the effects of 
sales force spending will be estimated with a different set 
of firms (Circle B 1n Figure 1) In addition, to test H; and 
H», we need to distinguish between the set of firms with 
advertising levels above the advertising response threshold 





8Note that because regulators do not require firms to report 
ADVç, the set of firms that do report ADVç differs substantially 
from the set of firms that are the top 1000 advertisers from TNS 
(1e, leading national advertisers) Among the leading national 
advertisers, 37% do not report ADVç Among those firm-year 
observations for which ADV¢ is reported, 83% are not leading 
national advertisers In summary, many of the leading national 
advertisers do not consistently report ADVç, and the majority of 
the firm-year observations that do report ADVç are for firms that 
are not leading national advertisers 


and the set of firms with advertising levels below the 
threshold 


Distinguishing Between Above- and 
Below-Threshold Firms 


To distinguish between above- and below-threshold firms, we 
assume that the firms that TNS identifies as “leading national 
advertisers” (16 , firms m Circle A of Figure 1) are those that 
are advertising above the threshold, and firms that publicly 
report “advertising and promotion" but are not “leading 
national advertisers” (1e , firms ın Regions 5 and 7 of Figure 
1) are advertising below the threshold If, as we hypothesize, 
there 1s a positive relationship between advertising and firm 
value for firms above the advertising threshold and a negative 
relationship for firms below the advertising threshold, then 
previous studies can be thought of as supporting this opera- 
tıonalızatıon of the advertising response threshold All previous 
studies that restricted attention to firms that are "leading 
national advertisers” have found the hypothesized positive 
link between advertising and firm value (Hirschey 1982, 
1985, Hirschey and Weygandt 1985, Joshi and Hanssens 
2010, Luo and Donthu 2006, Rao, Agarwal, and Dalhoff 
2004, Srınıvasan et al 2009) Furthermore, studies performed 
with the broader set of firms included in COMPUSTAT (1e, 
firms 1n Circle C 1n Figure 1) found the link between advertis- 
ing and firm value to be positive (Cheng and Chen 1997, Gra- 
ham and Frankenberger 2000), insignificant (Barth, Clement, 
Foster, and Kasznik 1998, Erickson and Jacobson 1992), and 
negative (Bublitz and Ettredge 1989) The seemingly conflict- 
ing findings ın this second set of studies might have resulted 
because different studies drew different mixes of firms above 
the threshold (1€, firms in Regions 2 and 6 of Figure 1, 
hypothesized to have a positive link between advertising and 
firm value) and firms below the threshold (ie, firms ın 
Regions 5 and 7 of Figure 1, hypothesized to have a negative 
link between advertising and firm value) 


FIGURE 1 
Venn Diagram for the Sample Structure, 1998—2005 





Circle A 


Leading national advertisers 
(ADV,) 


(Firms in which advertising is 
above the advertising 
threshold) 





Circle B 
Firms with largest 


sales forces (SFs) 
(Firms that are sales 
force powerhouses) 





—— 


Circle A Region 1 + Region 2 + Region 3 + Region 6 (n = 3786) 
Circle B Region 3 + Region 4+ Region 5 + Region 6 (n = 2976) 
Circle C Region 2 + Region 5 + Region 6 + Region 7 (n = 14,120) 


Circle C 
Firms reporting Data45 


in COMPUSTAT 
(ADV) 





Notes The number in parentheses indicates the number of firm-year observations for a region 
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Estimation and Testing Strategy 


In the primary analyses that follow, we focus on three effects 
(1) the impact of a fundamental signal of ADV; (Sapy 1) on 
firm value for firms that advertise above the advertising 
threshold (those that are leading national advertisers [Circle 
A in Figure 1), (2) the impact of a fundamental signal of 
ADVç (Sapv o) on firm value for firms with advertising 
spending below the advertising threshold (firms that report 
ADV but are not leading national advertisers [Region 5 and 
7 1n Figure 1]), and (3) the 1mpact of a fundamental signal of 
SFs (Gsr s) on firm value for firms that are among Selling 
Power's 500 largest sales forces (Circle B 1n Figure 1) 

Although we believe that our primary models provide the 
best tests of the hypotheses given the sample structure 
depicted 1n Figure 1, we estimated additional models to 
ensure robustness of the results In the first robustness check, 
we include all marketing predictor variables and use all sam- 
ple observations, setting missing observations of the focal 
variables (Sapv 1, Sapv_c, and Ssp s) to zero In the second 
robustness check, we ask whether the effects detailed in H, 
and H, are driven by the sample of firms (leading national 
advertisers vs other advertisers) or by the measure of advertis- 
ing spending (ADV; vs ADV) Finally, we relate sales force 
spending to firm value for non-Selling Power firms (Regions 
2 and 7 in Figure 1) and ask whether the resulting effect dif- 
fers from the effect estimated for Selling Power firms 


Models 


We note that the data are an unbalanced panel with repeated 
observations for a firm, and so we adapt the traditional 
accounting models (eg, Lev and Thiagarajan 1993) to 
include firm-specific effects, annual dummies, and a correc- 
tion for serial correlation when needed (Baltagı and Wu 
1999, Bhargava, Franzini, and Narendranathan 1982, 
Wooldridge 2002) Thus, our models to test our formal 
hypotheses and analysts’ reactions to Smarketing (1 € » Sadvertisng: 
S sales force) have the following structure 


] 
(1) CAR, = 04 + Vj, + BiM + Gi Xe yid. EPS, + £j, 
2 
(2) d PVE, = 05-t V2, + BoM + EX t + Yad. EPS, + Ets 
where 1 indexes firms and t indexes years, 


1 

Mit = Sadvertising (for H; and H2), Sates force (for 
Hə), 

M2 = Sadvertismg (for testing analysts’ reaction 
to advertising spending), Sgates force (for 
testing analysts’ reaction to sales force 
spending), 

Xa:  SINV» Sar; SGM» Spscaa, Scapx, ETR, 
LF, AQ, FI, year dummies, 

Q = 1, 2) = fixed effects for a firm 1, and 

gG=1,2)= PEnt— 1 t Nyt [lp] < 1, Tint ~ 11d N(O, 
07,)] (only when serial correlation tests 
reject the null hypothesis of no first- 
order autocorrelation of errors) 9 


Vy 


1 
Eht 





°To reduce the potential influence of outliers, for each variable 
in Equations 1 and 2, we eliminate the largest and the smallest 1% 
of values 


76 / Journal of Marketing, July 2011 


Results 


The first three columns of Table 2 report estimation results for 
the time-series, cross-sectional models relating a fundamental 
signal of marketing expenditure to firm value (Equation 1) 10 
The first column of Table 2 shows that for above-advertising- 
threshold firms (Circle A in Figure 1), the coefficient for 
SADV L 1S significant and positive in the model of CAR (b = 
02, p « 05), consistent with H, The second column shows 
that for below-advertising-threshold firms (Regions 5 and 7 in 
Figure 1), the coefficient of Sapy c 1s significant and negative 
ın the model of CAR (b = — 02, p < 05), ın support of H5 The 
third column indicates that for Selling Power firms (Circle B 
ın Figure 1), Sr. s 1s significant and negative ın the model of 
CAR (b = — 08, p < 01), consistent with H} Taken together, 
these results are consistent with our hypotheses For firms 
above the advertising threshold, the market interprets adver- 
tising expenditure that 1s increasing faster than expected as an 
indication that the firm 1s poised to grow, and the market 
therefore increases stock price For firms below the advertis- 
ing threshold, the market interprets advertising expenditure 
increasing faster than expected as a signal of loss of cost con- 
trol that 1s likely to compromise future earnings, and the mar- 
ket therefore decreases stock price The market interprets 
sales force expenditure that 1s increasing faster than expected 
as a signal of loss of cost control that 1s likely to compromise 
future earnings and thus decreases stock price 

The last three columns of Table 2 address questions 
regarding the extent to which financial analysts understand the 
value relevance of the proposed marketing fundamental sig- 
nals Columns 4 and 5 show that value-relevant SApy 1 1s 
not significantly related to d_PVE for above-advertising- 
threshold firms (- 01 <b < 0, p > 10, Column 4), and value- 
relevant Sapv c 1s not significantly related to d. PVE for 
below-advertising-threshold firms (- 01 < b € 0, p > 10, 
Column 5) Column 6 indicates that Sgr s, however, 1s signifi- 
cantly, negatively related to d PVE (b 2 —05,p < 05) Consis- 
tent with our expectations, these results suggest that financial 
analysts do not 1mpound value-relevant 1nformation from 


10Replacıng SsG&4 with Spsgga and Smarkeung Could pose two 
problems for our models (Note that PSG&A 1s “SG&A — ADV," 
for firms ın region 1 of Figure 1, “SG&A — ADVç” for firms ın 
regions 2 and 7, “SG&A — ADV — SF,” for firms ın regions 5 and 
6, “SG&A — ADV, — SF,” for firms ın region 3, and “SG&A — 
ADV_” for firms ın region 2 ) First, if marketing expenditures were 
the primary driver of variation in SG&A, removal of marketing 
expenditures from SG&A might leave Spsgga as a poor proxy for 
SsG&A Second, if marketing spending were highly correlated with 
other costs captured in SG&A, the two new variables (Smarketing and 
Spscea) Would be highly correlated, and interpretation of those 
variables’ parameter estimates would be clouded by problems of 
multicollinearity We address these concerns by considering the cor- 
relations calculated with our data The correlations between Ssgga 
and Smarketing are 12, 26, and 32 for “marketing (= S ADV. L» S ADV C» 
and Scr s), indicating that marketing is not the primary driver of 
variation ın SG&A The correlations between Ssgga and Spso&a 
are 77, 64, and 60 for the three samples underlying primary analy- 
ses, indicating that Spggg 18 a reasonable proxy for Ssgæa We also 
find that the correlations between Smarketing and Spsgga are 13, 39, 
and 20, for Sinarketing = Sapv p; Sapv_c; and Ssp s), indicating that 
S marketing and Spsgga move relatively independently We expect that 
the relationship between these two variables will not hamper inter- 
pretation of their parameter estimates 


TABLE 2 
The Impact of Fundamental Signals of Marketing (SApy 1, Sapv c; and Sgr s) on CAR and Change in Analysts’ Forecasts of Firm Value 





LL | mog pəyəədxəun) 0} uönəbəH IAL 490}S 


Column 1 Column 2 Column 3 Column 4 Column 5 Column 6 
Firms Below Firms Below 
Firms Above the Advertising Firms with Firms Above the Advertising 
the Advertising Threshold Largest the Advertising Threshold Firms with 
Sample (Regions of the Venn Diagram Threshold (Regions 5 Sales Force Threshold (Regions 5 Largest Sales 
in Figure 1 Included in Analysis) (Circle A) and 7) (Circle B) (Circle A) and 7) Force (Circle B) 
Dependent variable CAR CAR CAR d PVE d_PVE d_PVE 
Focal independent variable SADV_L Sapv_c SsF.s SADV_L SADV. C SF S 
Intercept 06 ( 02)*** 39 ( 31) — 02 (03) — 00 (01) 02 ( 02) 06 ( 03)" 
Fundamental Sıgnals of Marketıng 
Sapv_ (advertising from leading national 
advertisers ADV_) 02 (01)** — — — 00 ( 01) — — 
Sapv c (advertising from COMPUSTAT ADV¢c) — — 02 (01)** — — — 00 ( 01) — 
Ssr s (sales force from Selling Power SFs) — — — 08 (03)*** — — — 05 ( 02)** 
Changes ın Earnings per Share 
d EPS 19 ( 02)*** 26 ( 02)*** 19 ( 05)*** 0 (02)'** 40 ( 02)*** 9 (04)*** 
Other Fundamental Signal Predictor Variables 
Sny (inventory) — 03 (01)*** — 03 ( 01)””” — 01 (01) — on 7 01 ( 00)*** — 01 (01) 
Sar (accounts receivable) — 00 (01) 00 ( 01) — 00 ( 03) 0 (01) 01 (01)** 06 ( 03)** 
Sem (gross margin) 01 ( 02) — 05 ( 02)*** — 14 ( 05)*** E (01)*** —01(01)* —13(04)*** 
SpscA (SG&A — ADVç or ADV, or SFs) — 07 ( 02)*** — 04 ( 02)* 01 ( 03) — 06 ( 01)” — 08 ( 01)*** — 03 (02) 
Scapx (capital expenditures) 02 ( 00)*** 01 ( 00) 03 ( 02)“ — 01 (00)** — 01 ( 00)*** 02 ( 01) 
LF (labor force) — 04 ( 02)** — 00 ( 02) — 11 (04)*** — 03 (01)*** — (01) — 14 (03)*** 
ETR (effective tax rate)a 33 ( 16)** 2 (24) 02 ( 42) 13 ( 10) 06 ( 16) —01 (31) 
AQ (audit quality) 00 ( 01) — 02 ( 01) — 00 ( 02) 00 ( 01) — 03 (01)*** 02 ( 02) 
FI (inventory system) — 01 (01) 03 ( 03) 01 ( 02) — 00 ( 01) — 02 (01)* — 07 ( 04)” 
Overall R2 (within R2) 06 ( 06) 06 ( 06) 07 ( 08) 5 (12) 11 (11) 6 (36) 
Number of firms (observations) 747 (5706) 2163 (8760) 265 (1197) 747 (5706) 2163 (8760) 265 (1197) 
"De 1 
“p< 05 
***p « 01 


aETR was ındustry-averaged based on two-digit Standard Industrial Classification codes 
Notes Coefficients (standard errors) are in the columns We do not report estimated coefficients for year dummies 


unexpected growth in advertising spending 1n their forecasts of 
firm value, perhaps because the effect of unexpected growth in 
advertising spending 1s contingent on the level of that spend- 
ing, which makes it difficult for analysts to learn this relation- 
ship Notably, analysts do impound value-relevant information 
from unexpected growth in sales force spending, perhaps 
because the effect of unexpected growth 1n sales force spend- 
ing on firm value does not depend on the level of that spend- 
ing, which makes it easy for analysts to learn this relationship 


Robustness of the Results 


Table 3 reports models estimated to check the robustness of 
our findings We first consider the simultaneous estimation 
of all effects Next, we ask whether the observed advertis- 
ing threshold effect 1s driven by the difference between 
leading national advertisers and other advertisers or by the 
difference 1n the measures of advertising spending we have 
for those two sets of firms For sales force spending, we ask 
whether the observed link between sales force spending and 
firm value holds for non—Selling Power firms We then dis- 
cuss the impact on results of changing the functional form 
of dependent variables 


Simultaneous estimation of all the effects The first two 
columns of Table 3 report our first robustness check a 
model that simultaneously estimates effects for all market- 
ing signals on firm value (Column 1) and a model that 
simultaneously estimates marketing signals’ effects on ana- 
lysts’ predictions of firm value (Column 2) That 1s, we 
include all the signals (Sapy x, SApy c, and Sgr s) in Equa- 
tions 1 and 2 as independent variables To be able to use all 
firm-year observations, we replace any missing values of 
SADV L» Sapv C: OT Ssp s with zero Thus, we estimate 
Equations 1 and 2, with Mj, Mi, = Sapy L» Sapv c, and 
Ssk s Because SApy ; 1s only available for leading national 
advertisers, we take 1ts coefficient to be an indication of the 
effect of advertising on firm value for firms above the adver- 
tising threshold Because the majority of the observations of 
Sapv_c are for nonleading advertisers, we take its coeffi- 
cient to be an 1ndication of the effect of advertising on firm 
value for firms below the advertising threshold 

From Column 1, we observe that SApy 1 1s a significant 
and positive predictor of firm value (b = 02, p « 05) and 
Sapv_c 18 a significant and negative predictor of firm value 
(b 2 — 02, p < 01), consistent with H; and H, However, the 
coefficient for Ssp s 1s insignificant (b = — 05, p > 10), 
inconsistent with H5, possibly because values of Sgr s are 
unavailable before 1998, which indicates that this signal 
was artificially set to zero for approximately more than two- 
thirds of the observations 1n this robustness check model 

From Column 2, we observe that Ssp s 1s marginally 
significant (b = — 05, p € 10), but neither of the proposed 
advertising signals (SApy c and Sapv 1) 1s a significant 
predictor of analysts’ forecasts of firm value Insignificant 
coefficients (0 c b c 01,p> 10,—01<b<0,p> 10) for 
the two fundamental signals of advertising (SApy c and 
SADV L) are consistent with analysts finding it difficult to 
learn about the link between advertising and firm value, 
because that link 1s contingent on the level of advertising 
spending That the estimated coefficient for Ssr s 1s 
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marginally significant, even though two-thirds of the obser- 
vations of Ssk s were replaced by zero, adds further support 
to our conjecture that analysts incorporate sales force 
spending information ın their forecasts 


Difference in sign of advertising's effect because of sam- 
ple or measure? As a second robustness check, we consider 
whether the observed threshold effect (1e , the advertising- 
level-contingent difference ın the sign associated with the 
unexpected-growth-in-advertising-spending’s impact on 
firm value) is driven by the set of firms considered (leading 
national advertisers vs other advertisers) or by the measure 
of advertising expenditure used (ADV, vs ADVc) We 
examine this question 1n two ways First, we examine all 
firms reporting ADVç (1e , at all firms ın Circle C, Figure 
1) If the observed threshold effect 1s largely driven by dif- 
ferences between leading national advertisers and other 
advertisers, the response to SApy c should differ for the 
leading national advertisers versus other advertisers We 
then narrow our focus to leading national advertisers 1n that 
set (1e , to firms 1n Regions 2 and 6, Figure 1) and compare 
two models In the first model, we represent advertising 
by Sapv c, in the second model, we represent advertising by 
Sapv L If the observed threshold effect ıs largely driven by 
the difference between leading national advertisers and other 
advertisers, H; suggests that advertising (SApy c, Sapv 1) 
will have a positive significant coefficient ın both models 

For our first take on this robustness check (Table 3, Col- 
umn 3), we consider all firms reporting Sapv c and create a 
dummy variable identifying the leading national advertisers 
in that set (1e , identifying firms 1n Regions 2 and 6 of Fig- 
ure 1) The model we estimate represents advertising by 
Sapv c and expands Equation 1 by including an interaction 
between the new dummy variable and SApy ç On the basis 
of Sapv_L’s positive and significant coefficient ın our pri- 
mary analyses (Column 1 of Table 2), we would expect a 
positive coefficient for the interaction term (SApy c times 
the dummy for leading national advertisers) From the third 
column of Table 3, however, we observe that the 1nteraction 
term ıs not statistically significant (C01 <b «0, p > 10) 
The lack of a significant and positive coefficient for the 
interaction 1n this model 1s consistent with the advertising 
measure (ADVç vs ADV, ) influencing the estimated effect 
of unexpected growth 1n advertising spending 

For our second take on this robustness check (Table 3, 
Columns 4 and 5), we consider only the leading national 
advertisers that report ADVç (1e , firms ın Regions 2 and 6 
of Figure 1) When we estimate advertising's effect using 
Sapv L (Column 5), we observe the expected significant 
and positive effect (b= 03, p < 01) When we estimate adver- 
tising’s effect using SApy c (Column 4), we observe an 
insignificant effect (b = —01, p > 10), which provides 
another illustration of the influence of the measure of adver- 
tising used on estimated coefficients 

Perhaps it 1s not surprising that the choice between 
Sapv L and SApy c influences the results of statistical tests 
As we pointed out previously, regulators require a firm to 
define ADVc (firm-reported advertising spending) consis- 
tently across tıme However, regulators have made little 
effort to ensure consistency 1n the operationalization of 
ADVç across firms All observations of ADV; , however, are 
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TABLE 3 
The Impact of Fundamental Signals of Marketing (Sapy 1; Sapv c; Ssr c; and Sg s) on CAR and Change in 
Analysts' Forecasts of Firm Value: Results for Robustness Checks 
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Column 1 Column 2 Column 3 Column 4 Column 5 Column 








Sales Force 


Effect for 
Simultaneous Estimation Threshold Effect Attributable to Sample Non-Selling 
Types of Robustness Checks of All Effects or Measure? Power Firms? 











Non-Selling 
Power Firms 


Firms with Firms with ADVç with ADVç 
Sample (Regions of the Venn Diagram ADVç and ADV, (Regions 2 
in Figure 1 Included in Analysis) All Firms (All Regions) (Circle C) (Regions 2 and 6) and 7) 
ph. eee ot mmm SS ii 
Dependent variable CAR d PVE CAR CAR CAR CAR 
Focal independent variable SADV © Sapv b SADV. c: SADV.L: SADV. C SADV. C SADV.L SsrF C 

SF S SF S 
Intercept 00 ( 01) — 02 (01)* 31 (26) 09 ( 02)*** 08 ( 02)*** 27 (28) 
Fundamental Signals of Marketing 
Sapv_ (advertising from leading national 
advertisers ADV|) 02 (01)** — 00 ( 01) — — 03 ( 01)*** — 

Sapv_c (advertising fom COMPUSTAT ADVc) —02(01)"* 00 ( 00) — 02 (01)** — 01 (01) — — 02 (01)** 

Ssr s (sales force from Selling Power SFs) — 05 ( 03) — 05 ( 03)” — — — — 

Ssr c (sales force from COMPUSTAT SFe) — — — — — — 06 ( 02)** 

Sapv_c x LNA DUM (dummy for leading 

national advertising firms) — — — 00 ( 02) — — — 
Changes in Earnıngs per Share 

d EPS 27 ( 01)””” 42 ( 01)*** 24 ( 02)*** 18 ( 03)*** 18 ( 03)*** 24 (02)*** 
Other Fundamental Signal Predictor Variables 

Suv (inventory) — 02 (00)*** 00 ( 00) — 02 ( 01)””” — Dr ( 01)*** — 02 (01)*** — 02 (01)*** 

Sar (accounts receivable) 02 ( 00)*** 03 ( 00)*** 01 (01) 1 (01) 00 ( 01) 01 (01) 

Sat (gross margin) — 03 ( 00)*** — 03 ( 00)*** — 06 ( 02)*** — 5 ( 02) — 03 ( 02) — 06 (01)*** 

SPSGA (SG&A = ADVc Or ADV, Or SFs) — 08 ( 01)*** — 12 ( 01)*** — 04 ( 02)** = 5 ( 03)*** = a ( 03)*** = 

Scapx (capital expenditures) 02 ( 00)*** — 01 ( 00)*** 01 (00)** 2 (00)"* 01 ( 00)*** 01 ( 00)** 

LF (labor force) 02 ( 01)*** 01 (01) — 01 ( 02) — < ( 02) — S ( 02)* — 01 ( 02) 

ETR (effective tax rate)a 10 ( 09) 16 ( 08)** 37 ( 16)** 34 ( 19)* 35 ( 19)* 38 ( 17)** 

AQ (audit quality) — 00 ( 01) — 03 ( 00)*** — 01 (01) 00 ( 01) 00 ( 01) — 01 (01) 

FI (Inventory System) 01 (01) — 01 (00)*** 00 ( 02) — 02 (01) E ( «D 01 ( 02) 
Overall R? (within R?) 06 ( 06) 12 ( 11) 05 ( 05) 07 ( 07) 08 ( 07 06 ( 05) 
Number of firms (observations) 5319 (35,818) 5319 (35,818) 2510 (12,924) 621 (4162) 621 (4162) 2468 (12,469) 
*p« 1 
“p< 05 
"p < 01 


aETR was industry-averaged based on two-digit Standard Industrial Classification 
Notes Coefficients (standard errors) are in the columns 


created by a single data syndicator, which causes that meas- 
we to be defined more consistently across firms Given that 
ADV¢ ss likely to be a noisier measure than ADV}, these 
robustness-check findings are not too surpnsing Our first 
take on this question suggests that we cannot observe a dif- 
ference in advertising response for leading national advertis- 
ers versus other advertisers when using a noisy Sapy c Our 
second take suggests that advertising’s positive effect for 
leading national advertisers, observable when using S ADV. L» 
is not observable when using a noisy Sapv c 

It 1s 1mportant to note, however, that these robustness- 
check results are not inconsistent with the hypothesized 
threshold effect being driven by differences between leading 
national advertisers and other advertisers Comparing the 
main model relating Sapy c to firm value for nonleading 
advertisers (Column 2 1n Table 2) to the robustnesscheck 
model relating SApy c to firm value for leading national 
advertisers (Column 4 1n Table 3), we observe a difference 
in the effects for the two sets of firms The effect of Sapy c 
is significantly negative for nonleading national advertisers, 
and it 1s insignificant for leading national advertisers 

In summary, we conclude that it 1s more difficult to 
observe the positive link between advertising and firm 
value when using the noisier estimate of a firm's advertis- 
ing spending, ADV c, but the observed threshold effect does 
not seem to be driven by differences between ADVç and 
ADV; Rather, considering all the evidence, the results are 
consistent with the notion that that response to unexpected 
growth in advertising spending is more positive for leading 
national advertisers than for other advertisers 


Sales force effect holds for non-Selling Power firms? To 
allow for the possibility that the ımpact of sales force expen- 
diture on firm value 1s different for non—Selling Power firms 
than for Selling Power firms, we complement Table 2's pri- 
mary analysis relating SFs to stock returns for Selling Power 
firms (Circle B 1n Figure 1) with a separate model relating a 
COMPUSTAT-based estimate of sales force spending to 
stock returns for non—Selling Power firms (Regions 2 and 7 
in Figure 1) As our COMPUSTAT-based estimate of sales 
force spending, we take PSG&A, which 1s measured by 
SG&A - ADVc (Table 1), and we refer to this COMPUSTAT- 
based estimate of sales force spending as SFç 

We find a significant and negative coefficient for Sop c 
when the model is estimated on non—Selling Power firms 
(b = —06, p < 05, see Column 6 ın Table 3) This shows 
that the sign of the sales force spending effect does not 
depend on whether a firm 1s included in Selling Power’s list 
of the 500 largest sales forces 


Alternative measures of firm value (CAR) and analysts’ 
prediction of firm value (d PVE) For the firm value model, 
we considered alternative measures of CAR That 1s, we 
reestimated Equation 1 using a measure of CAR based on 
the three-factor model (Fama and French 1993), and the 
results remain consistent with our hypotheses We also con- 
sidered alternative measures of analysts’ prediction of firm 
value (d_PVE) We reestimated the analysts’ forecasts 
model (Equation 2) using d_PVE calculated with the aver- 
age, instead of the median, as the consensus forecast and 
found that the results were still consistent with hypotheses 
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In addition, we reestimated the analysts’ forecasts model 
(Equation 2) using individual-level analyst forecasts rather 
than consensus forecasts and, again, found that the results 
did not change The results of these robustness checks 
suggest that any aggregation bias that might be induced 
by constructing a consensus forecast does not drive our 
findings 


Discussion 


The questions of whether and how marketing spending 
might be related to firm value remain a high priority for 
marketing executives and researchers We shed some light 
on these questions by relating “fundamental signals” of 
advertising and sales force to stock returns by using a broad 
multi-industry sample of publicly traded firms over a long 
period of time 


Key Findings 


Our results show that, beyond the stock market’s reaction to 
unexpected-growth-in-advertising-spending’s short-term 
Impact on contemporaneous earnings, the stock market 
reacts positively to unexpected growth 1n advertising spend- 
ing for firms with spending above the advertising response 
threshold We argue that the positive coefficient for these 
above-response-threshold firms arises because of advertis- 
ing’s persistence effect Advertising in one period is 
expected to result ın incremental sales ın future periods For 
firms that advertise below the advertising response thresh- 
old, the stock market expects no persistence effect and 
therefore reacts negatively to unexpected growth 1n adver- 
tising spending 

No matter what the level of a firm's sales force expendi- 
ture, the stock market reacts negatively to unexpected 
growth in sales force spending Rather than interpreting 
unexpected growth 1n sales force spending as a signal of 
increased 1nvestment 1n customer acquisition and retention 
capability likely to yield incremental profit in future peri- 
ods, the market seems to interpret the unexpected spending 
increase as an indication of loss of cost control that 1s likely 
to compromise future earnings Perhaps the stock market 
perceives advertising productivity as essentially fixed, 
whereas 1t perceives sales force productivity as increasing 
over time If this were the case, marked sales growth, which 
could require an increase 1n the level of advertising expen- 
diture, might be achievable with the current level of sales 
force expenditure because the sales force 1s expected to 
become more productive 

Previous value-relevance studies tested the impact of 
advertising on firm value by using either (1) data syndicators’ 
estimates of firms' advertising expenditures for a narrow set 
of firms that spend the most on advertising or (2) publicly 
reported advertising expenditures for the broader set of 
firms that report advertising expenditure. We go further by 
considering both the narrow set of high advertising firms 
and the broad set of firms that publicly report advertising 
spending and by considering both a data syndicator's esti- 
mate of firms' advertising expenditures and firms' publicly 
reported advertising expenditures 


Consideration of both the narrow and the broad set of 
firms allows us to shed light on the mixed findings regarding 
the relationship between advertising spending and firm 
value Previous studies that restricted attention to firms that 
have high advertising expenditure have found a positive 
relationship between unexpected advertising spending and 
firm value We confirm those findings with our analysis of 
leading national advertisers in Hı For firms with the highest 
levels of advertising spending (1e, firms classified as 
above-threshold advertising spenders), the stock market 
reacts positively to an unexpected increase in advertising 
spending Previous studies that considered the broad set of 
firms that publicly report advertising expenditure have 
found positive, negative, and insignificant relationships 
between advertising and firm value H, predicts that for 
firms that publicly report advertising expenditure but are not 
leading national advertisers, the stock market reacts nega- 
tively to an unexpected increase 1n advertising spending We 
conjecture that the mixed results ın previous studies that 
have used this broad set of publicly reporting firms might 
have been seen because those studies examined different 
mixes of firms with higher and lower advertising spending 
It 1s useful to note that previous studies that attempted to 
explain these mixed results have found that firm size influ- 
ences the sign of the relationship between advertising and 
firm value (Chauvin and Hırschey 1994, Hirschey and 
Spencer 1992) Because advertising level and firm size are 
positively correlated, the finding that firm size 1s related to 
the sign of the impact of advertising on firm value can be 
explained by the advertising response threshold effect under- 
lying H, and Hə, 

Consideration of two measures of advertising expendi- 
ture (a data syndicator’s estimates of firms’ advertising 
expenditures and firms’ publicly reported advertising 
expenditures) suggests that cross-firm variation ın the defı- 
nition of “advertising expenditure” probably makes the 
firm-reported measure of advertising expenditure noisier 
than the data syndicator’s measure Although tests based on 
the two measures do not tell completely different stories, 1n 
a robustness check we found that (holding sample firms 
constant) the use of syndicated advertising spending data 
enableded us to identify an effect that was masked when we 
used firm-reported advertising spending data 

As another contribution, this study 1s, to the best of our 
knowledge, the first to examine the relationship between 
sales force spending and firm value, even though the sales 
force 1s an important component of the broader “marketing” 
function, especially for business-to-business firms Beyond 
any stock market reaction to the short-term impact on earn- 
ings of a sales force increase, we find that the stock market 
reacts negatively to unexpected growth in sales force 
expenditure Consistent with the notion that the marketing 
literature posits no persistence effect for sales force expen- 
diture, the stock market interprets unexpected growth of 
sales force expenditure as an indication of loss of cost con- 
trol that 1s likely to compromise future earnings 

The particular functional form with which we choose to 
represent marketing expenditure in stock return models 
might also be viewed as a contribution to the marketing liter- 
ature This functional form has at least two virtues First, the 


structure can be considered reasonable because ıt 1s the func- 
tional form that financial analysts use to represent the impact 
of an operational variable on firm value Second, because it 1s 
the functional form used by analysts, the fundamental signal 
structure might give the results of this study further credibil- 
ity with a possibly skeptical financial community 

Investigation of analysts’ reactions to value-relevant 
marketing signals, handled as an empirical question, proved 
interesting The results show that analysts do react to value- 
relevant 1nformation about unexpected growth 1n sales force 
expenditure, but they do not react to value-relevant ınforma- 
tion about unexpected growth 1n advertising expenditure 
We conjecture that this 1s because the link between unex- 
pected growth 1n advertising expenditure and firm value 1s 
contingent on the level of advertising spending, which 
makes this relationship more difficult for analysts to learn by 
Observation of the stock market Because the link between 
unexpected growth ın sales force expenditure and firm value 
is not contingent on the level of sales force expenditure, it 1s 
easier for analysts to learn Consistent with the notion that a 
noncontingent relationship 1s easier to learn, Luo, Homburg, 
and Wieseke (2010) show that an 1ncrease 1n consumer satis- 
faction index causes analysts' forecasts to 1ncrease 


Public Policy and Managerial Implications 


This article has public policy implications Our finding that 
detailed marketing expenditure data are value relevant under- 
scores the need for bodies such as the Financial Accounting 
Standards Board and the Securities and Exchange Commıs- 
sion to require detailed marketing expenditure data 1n pub- 
licly released financial statements As Figure 1 shows, many 
firms, even many leading national advertisers, do not cur- 
rently report advertising spending in their financial state- 
ments In addition, value-relevant sales force spending data 
are not easily isolated in firms’ financial statements In 
addition to requiring disclosure, regulators should clearly 
define the ıtems a firm should include ın advertising expen- 
diture, sales force expenditure, and so on, so that analysts 
and investors can make more accurate cross-company com- 
parisons of marketing spending 

Another implication of these results 1s that all firms 
must maintain vigilance 1n controlling sales force costs, and 
low-advertising firms must remain vigilant 1n controlling 
advertising costs The stock market expects these costs to 
grow at the same rate as sales and will punish firms that 
allow these expenses to grow faster than expected For high 
advertising firms, the stock market rewards advertising 
spending that grows faster than expected A high advertising 
firm poised to launch a great new product can ramp up 
advertising spending with the expectation that the stock 
market will interpret that escalating spending as a harbinger 
of good things to come 

It ıs important to note that a negative coefficient for a 
fundamental signal of marketing does not mean that mar- 
keting spending should be cut (or increased more slowly 
than expected) As the coefficients 1n Table 2 demonstrate, 
the 1mpact of earnings on firm value 1s greater than the 
impact of any of the fundamental marketing signals 
Because a cut 1n advertising or sales force might lead to an 
immediate drop 1n sales (and therefore 1n contemporaneous 
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earnings), the firm-value benefit from decreasing the funda- 
mental signal of marketing would be swamped by the firm- 
value cost of the related reduction 1n earnings 

We also note that the positive coefficient for the funda- 
mental signal of advertising for leading national advertisers 
should not be interpreted as suggesting that those firms 
should spend infinitely on advertising To achieve the per- 
sistence effect, the advertising must be effective It should 
include 1nformation that makes the brand more valuable to 
customers Presumably, brand managers only increase 
advertising spending faster than expected when they have 
“news” that should make the brand even more valuable in 
future periods (e g , a new product, a valuable new charac- 
teristic added to an existing product) If the firm has no 
"news," ıt presumably will not accelerate advertising 
spending 

Similarly, our results should not be interpreted as 1mply- 
ing that a nonleading advertiser should suddenly lift adver- 
tising spending to the level of spending for leading national 
advertisers without reorganizing and resetting firm strategy 
It is probably the case that nonleading advertisers are organ- 
ized to make money by emphasizing some function other 
than advertising (Homburg, Jensen, and Krohmer 2008, 
Landry, Tipping, and Kumar 2006) Without making a 
strategic change 1n the organizational structure that would 
enable the firm to exploit the value that advertising can cre- 
ate, even a significant increase in advertising spending 1s 
unlikely to drastically change such a nonleading adver- 
tiser's performance 


Limitations and Further Research 


If ıt ıs the case that a firm's advertising spending level pro- 
vides insight into the firm's strategic focus, further research 
to explore this link might use complementary data collection 
methods (e g , in-depth interviews, surveys, field studies) If 
we understood how to measure marketing’s centrality to a 
firm’s strategy, further research could explore the extent to 
which marketing’s strategic centrality influences the effec- 
tiveness of marketing expenditures, as suggested by Kohl 
and Deshpandé (2005) 

Looking even more broadly, the current economic turbu- 
lence might be of a magnitude not seen during our 26-year 
period of observation (1980-2005) If that ıs the case, 
researchers might need to explore the implications of 
heightened turbulence A recent Wall Street Journal article 


(July 26, 2010) titled “Investors Say No to ‘Let’s Expand’ 
Companies” mıght imply that the stock market ıs reinter- 
preting signals formerly thought to foreshadow future earn- 
ings growth If this 1s the case, increasing advertising faster 
than expected might be interpreted negatively by the stock 
market, even for leading national advertisers 

Alternative explanations for the positive link between 
advertising spending and firm value for leading national 
advertisers posited in previous studies are spillover and sig- 
naling effects (summarized in Joshi and Hanssens 2010) 
The spillover effect indicates that advertising increases the 
stock market’s familiarity with the firm, thereby increasing 
stock ownership, liquidity, and firm value (Frieder and Sub- 
rahmanyam 2005, Huberman 2001, Joshi and Hanssens 
2010) The signaling effect indicates that advertising spend- 
ing can be a signal of financial well-being or competitive 
viability (e g , Joshi and Hanssens 2010) Further research 
might consider the relevance of those explanations for firms 
that spend less on advertising Should spillover and signal- 
ing be expected to have threshold effects? If not, how can 
the negative link between unexpected growth 1n advertising 
expenditures and firm value for lower-advertising firms be 
explained? Regarding the signaling explanation, how can 
the negative link between unexpected growth in sales force 
expenditure and firm value be explained? Is it the case that 
unexpected growth in advertising spending, but not unex- 
pected growth 1n sales force spending, signals firm financial 
well-being or competitive viability? If so, why? 

Another path for future work 1s to consider whether 
marketing-related information might improve the accuracy 
of financial analysts’ forecasts Although analysts’ forecasts 
have been shown to incorporate value-relevant ınforma- 
tion on unexpected growth in sales force expenditures and 
on customer satisfaction (Luo, Homburg, and Wieseke 
2010), analysts seem to miss the value-relevant 1nforma- 
tion 1n a firm's unexpected growth 1n advertising expendi- 
tures Because financial analysts are important informa- 
tion intermediaries 1n the security market, Hanssens, Rust, 
and Srivastava (2009) argue that ıt is important that ana- 
lysts fully understand the value relevance of all marketing 
information 

In summary, we hope this article provides both aca- 
demic and practitioner marketers with a tool to use as they 
try to make the importance of marketing salient to their 
financial colleagues and to stock market participants 
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Appendix 
Calculation of CAR and Changes in Analysts' Forecasts of Firm Value (d PVE) 


Time Frame for the Calculations of CAR and D PVE 





! To calculate CAR,, returns are accumulated | 
from eight months before to four months after | 
firm rs year t fiscal year end (FYE,) | 
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| During the four months following firm i's year t ] 


fiscal year end (FYE,), we collect analysts’ | 
year t forecasts for firm 1's future earnings | 


ed OP ee | 


aFYE is fiscal year end for firm ı in year t FYE,— 8 is eight months before the FYE, and FYE, + 4 is four months after the FYE, 


Return Accumulation Periods and Annual CAR 


Because firms typically issue their annual reports a few 
months after a fiscal year’s end, ıt 1s the custom in the 
accounting and finance literature to assume that annual reports 
are issued sometime between fiscal year end and four months 
after the fiscal year end Because we want our measure for the 
value of firm 11n year t (CAR), to reflect information from the 
annual report that firm 1 1ssued at the end of year t — 1, we 
begin the accumulation period four months after the end of 1’s 
fiscal year t — 1 (which 1s eight months before the end of 1’s 
fiscal year t, FYE,,— 8) Thus, CAR, 1s measured as the sum 
of monthly abnormal stock returns (1e , the sum of AR, = 
Rim ~ Rims in which Riy is the actual and Riy is the expected 
return for month m) from eight months before to four months 
after the end of firm 1’s fiscal year t (from FYE, — 8 to FYE, + 
4), to which we refer as the “return accumulation periods ” 
Thus, the annual cumulative abnormal stock return, CAR, for 
a firm 11n year t 1s measured as 


84 / Journal of Marketing, July 2011 


FYEit + 4 


CAR, = > 


m”  FYEt - 8 


(Ray: — Rum’) 


Analysts' Forecasts: The Present Value of Future 
Earnings Forecasts (PVE). 


The procedure to calculate PVE for a firm 1 at year t 1s sum- 
marized as follows 


2 
PVE = 4 9 [GEPS, + +Dy)/ ph ]p/ Pu-i: 


tl 


ın which FEPS, , ç (t 2 1,2, , 5) are consensus median 
forecasts of earnings (reported by I/B/E/S) for the years (t + 
I,t+2, „t+ 5) made most recently between FYE, and 
FYE, + 4, P4. 1 is the closing price at the end of year t — 1, 
and D, 1s the dividend (DATA26 in COMPUSTAT) at year 


t, and p, = 1 + Rp, + (03)By, Py 1s the discount factor for 
firm 1 1n year t, Rg is the risk-free rate ın year t, and D, 1s 
the systematic risk of the firm 1 (for the details of the dis- 
count rate, pır, see Amur et al 2003) 

We selected median forecasts (FEPS) for five consecu- 
tive years that were released most recently before the end of 
the return accumulation periods (FYE, + 4) Using median 
forecasts made most recently between FYE, and FYE, + 4, 
we ensured that the information from annual financial state- 
ments for year t — 1 was available to financial analysts In 
the case of missing forecasts for any of the subsequent five 
years, we replaced the missing forecast with the forecast of 
earnings for the previous year multiplied by a five-year 
earnings growth rate forecast that 1s also available from 


I/B/E/S For example, if the EPS forecast for t + 3 (FEPS, , 3) 
1s missing but there exists the earnings growth rate (g), 
we replaced the missing FEPS, , 3 with FEPS, 42 (1 + g), 
following Amur et al (2003) 

We also combined the consensus forecasts of earnings 
for each year ın the future with the expected future divi- 
dend, D,,, assuming that the expected future dividend 1s the 
same as the current dividend (Amur et al 2003) Then, the 
present value of future earnings forecasts for firm 11n yeart 
was determined by discounting the forecasted future earn- 
ings plus expected future dividends, with the firm's cost of 
0 Öz, thus, the discounted sum 1s >. - [CFEPS t+ + 

Dp Finally, the present value (PVE) 1s deflated by 
share price at the end of the fiscal year t — 1 (P... j) 
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Henrik Hagtvedt 


The Impact of Incomplete Typeface 
Logos on Perceptions of the Firm 


This research investigates the influence of incomplete typeface logos on consumer perceptions of the firm In these 
logos, parts of the characters in the company name are intentionally missing or blanked out, giving rise to a form 
of perceptual ambiguity Three studies demonstrate that although incomplete typeface logos have an unfavorable 
influence on perceived firm trustworthiness, they have a favorable influence on perceived firm innovativeness The 
former influence is tied to the logo’s perceived clarity, while the latter influence ts tied to its perceived 
ınterestingness Furthermore, incomplete typeface logos have an unfavorable influence on overall attitude toward 
the firm, but only for consumers with a prevention, rather than promotion, focus These findings suggest that firms 
should avoid incomplete typeface logos if perceptions of trustworthiness are critical or if consumers are likely to 
have a prevention focus However, such logos may be successfully employed with promotion-focused consumers, 
and they may be used as a tool to position a firm as innovative 


Keywords logo, ambiguity, innovativeness, trustworthiness, firm, consumer perceptions 


n the IBM logo, there are blank stripes across the letters, represents Nonetheless, marketers provide consumers with 
E 1f parts of the characters are missing This deliberate a great deal of ambiguous information through, for exam- 
incompleteness creates a form of perceptual ambiguity, ple, product advertisements (Pieters, Wedel, and Batra 
and it 1s not rare to see this type of ambiguity incorporated 2010), product names (Miller and Kahn 2005), ad photos 
into logos However, what influence do such incomplete (Peracchio and Meyers-Levy 1994), and logos (Henderson 
typeface logos have on consumer perceptions of the firm? and Cote 1998) There seems to be a common notion that 
Logos are ubiquitous 1n the marketplace, and the aver- ambiguity may somehow be useful, otherwise, 1t would not 
age consumer encounters a multitude of them on any given be so frequently employed as a device in marketing com- 
day These logos are valuable company assets that firms munications The current research proposes one potential 
spend a great deal of time and money promoting Indeed, goal that may be achieved through the perceptual ambiguity 
many firms spend substantially more on permanent media of 1ncomplete typeface logos, namely, the positioning of a 
such as logos than on other forms of marketing communica- firm as innovative 1n consumers’ eyes This 1s because the 
tion (Henderson and Cote 1998) But what influence does incomplete logo 1s perceived as interesting and creative, 
the logo 1n turn have on consumer perceptions of the firm? and this perception spills over onto the firm However, a 
This 1s an important question, not only because 1t represents potential drawback of this practice 1s also uncovered The 
a gap 1n the marketing literature and 1n the understanding of incompleteness conveys a lack of clarity, leading to dimin- 
how consumers interpret visual stimuli but also because of ished perceptions of trustworthiness Finally, regulatory 
the vast amounts of resources that firms expend on logos as focus 1s shown to moderate the influence of incomplete 
a marketing tool Research ın marketing has begun to illu- typeface logos on overall attitude toward the firm Incom- 
minate the influences that various logos have on consumers pleteness has an unfavorable influence on attitude toward 
(Henderson and Cote 1998, Henderson, Giese, and Cote the firm for consumers with a prevention focus but not for 
2004, Janiszewski and Meyvis 2001) The current research those with a promotion focus 


contributes to this stream by investigating the influence of 
incomplete typeface logos, which constitute a form of per- these notions The empirical findings presented not only 


ceptual ambiguity, on consumer perceptions of the firm extend previous findings 1n logo-related research (Hender- 
More broadly speaking, both marketing textbooks and son and Cote 1998, Henderson, Giese, and Cote 2004, 


Three studies are presented to empirically investigate 


common sense suggest obvious potential benefits of pro- Janiszewski and Meyvis 2001, Van der Lans et al 2009) but 
moting an unambiguous corporate and brand image Con- also contribute to research on visual communication ın gen- 
sumers can thus have a clear understanding of what the firm eral (Lure and Mason 2007, Pieters, Wedel, and Batra 
-———ııkkkoK “—.—. 2010) and ambiguity specifically (Miller and Kahn 2005, 
Henrik Hagtvedt is Assistant Professor of Marketing, Carroll School of Peracchio and Meyers-Levy 1994, Y1 1990) Furthermore, 
Management, Boston College (e-mail hagtvedt@bc edu) The author the theory and findings establish connections between these 
thanks Robert P Lecne for exceptionally thoughtful and constructive guid- literatures and a nascent stream of art-related research 
ance, three anonymous reviewers for insightful comments, and Katherine Hagtvedt and Patrick 2008, Joy and Sherrv 2003). as well 
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as a broader stream of research 1n aesthetics (Bloch, Brunel, 


helpful input and Arnold 2003, Hirschman 1983) Key managerial take- 
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aways include the implications that firms should avoid 
incomplete typeface logos 1f perceptions of trustworthiness 
are critical or consumers are likely to have a prevention 
focus However, such logos may be successfully employed 
with promotion-focused consumers, and they may be used 
as a tool to position a firm as innovative 


Logos, Ambiguity, and Perceptions 
of the Firm 


Ambiguity in Marketing 


A widely held belief among marketers and scholars 1s that 
good logos should readily evoke the same intended mean- 
ing across consumers (Henderson and Cote 1998) Indeed, 
It ıs a common notion that, ın general, marketing stimuli 
should communicate one clear message that 1s difficult to 
misinterpret (Keller 1993) This 1mplies that logos, and any 
form of marketing communication, should be unambiguous 
Nonetheless, extant literature has provided examples of 
ambiguity that gives rise to favorable consumer responses 
For example, Miller and Kahn (2005) demonstrate that con- 
sumers react favorably to products with ambiguous color or 
flavor names because they expect marketing messages to 
convey useful 1nformation If the marketing 1nformation pro- 
vided 1s ambiguous or uninformative, consumers attempt to 
fill 1n the blanks by searching for an explanation This 
search 1n 1tself leads to favorable perceptions of the product 
In the realm of ad photos, Peracchio and Meyers-Levy 
(1994) argue that the perceptual ambiguity stemming from a 
cropped or incomplete object prompts people to seek closure 
by supplying the missing part This perceptual act leads to 
enhanced product evaluations by stimulating positive affect 


Perceptual Ambiguity in Logos 


How, then, might the perceptual ambiguity of a logo influ- 
ence consumer perceptions of the firm? To answer this 
question, 1t must be clanfied what 1s intended by these 
terms The word "logo" encompasses diverse graphic and 
typeface elements, but the current research 1s restricted to 
typeface logos that represent the firm's name Moreover, for 
the sake of clarity and consistency, only one basis for per- 
ceptual ambiguity was chosen, namely, 1ncompleteness In 
other words, the logo 1s styled such that parts of the charac- 
ters 1n the company name appear to be missing or blanked 
out and must therefore be filled 1n by the consumer through 
a perceptual act Thus, the perceptual ambiguity consists of 
the two or more simultaneously feasible interpretations of 
the visual stimulus, that 1s, blank spaces or implied continu- 
ations of the logo characters 


Perceptual Ambiguity and Perceptions of the 
Firm: Innovativeness and Trustworthiness 


The drive to mentally complete a visual stimulus may be 
potent, as indicated by research that has demonstrated con- 
sumers' desire to resolve perceptual ambiguities stemming 
from cropped 1mages (Peracchio and Meyers-Levy 1994) 

Indeed, artists often stimulate this drive when using 1ncom- 
pleteness as a device 1n the creation of interesting 1mages 

For example, 1n line drawing, an artist might leave parts of 


the lines unfinished so that the eye of the viewer has some- 
thing to complete In visually interesting drawings, or ones 
that stimulate and are appreciated by the viewer, the blank 
spaces are often as expressive as the actual lines 

Previous research has extensively documented the 
power of perceptual ambiguity to stimulate interest 1n terms 
of physical, intellectual, and emotional response Long and 
Toppino (2004, p 748) discuss a popular argument among 
visual theorists that “ambiguity 1s the hallmark of the retinal 
stimulus in nearly all visual perception and that the visual 
system must routinely resolve the ambiguity for the organ- 
ism’s effective adaptation to its environment” Berlyne 
(1971, p 156) illuminates the “arousal-raising possibilities 
of patterns that can have several alternative continuations 
and thus induce two or more divergent lines of expectation 
or hypothesis," referring also to the theory that ambiguity 
causes content to become poetic through the process of 
recreation Indeed, Zeki (2001) describes the unfinished 
sculptures of Michelangelo, stressing how much of their 
appeal lies in the need for spectators to mentally complete 
them This, he says, “ıs only qualitatively different from 
finished works with the inestimable quality of ambiguity — 
a characteristic of all great art” (p 52) 

Drawing on these perspectives, this study theorizes that 
incomplete typeface logos spark interest and that, in line 
with extant research (Hagtvedt, Hagtvedt, and Patrick 
2008), visual interestingness encourages the perception of 
creativity In terms of how consumers view the firm repre- 
sented by that logo, 1t 1s expected that this translates into the 
perception of firm creativity Indeed, the marketing litera- 
ture 1s replete with documented spillover effects of various 
types (Balachander and Ghose 2003) Given the function of 
a logo as a visual representation of the firm, 1t seems rea- 
sonable that perceptions of the logo would subsequently 
spill over onto the firm itself Furthermore, similar to how 
artistic innovation 1s rooted ın individual creativity, 1nnova- 
tiveness 1s another word that might be used to describe a 
firm’s creative output Indeed, a creative firm meets the 
changing needs of consumers by delivering highly innova- 
tive products (Im and Workman 2004) The preceding argu- 
ments can be formally stated as follows 


H, An incomplete (vs complete) typeface logo causes con- 
sumers to perceive the firm as more (vs less) creative and 
innovative 


H, This influence is mediated by the perceived interesting- 
ness of the logo 


However, as Henderson, Giese, and Cote (2004) assert, 
a given logo 1s unlikely to engender only a single response 
Thus, a possible unfavorable influence of incomplete type- 
face logos 1s also theorized because ambiguity entails 
uncertainty and a lack of clarity (Peracchio and Meyers- 
Levy 1994, Sawyer 1992, Singh 1993) Communication 
influences perceptions of trust and trustworthiness, which, 
in the context of a firm, are conceptually linked to the relia- 
bility of that firm (Morgan and Hunt 1994), and thus 
unclear communications may adversely influence the per- 
ceived trustworthiness and reliability of the communicator 
(Vignovic and Thompson 2010, Yakovleva, Reilly, and 
Werko 2004) Although it might be obvious that some types 
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of vague or seemingly deceptive communication would 
influence this perception, ıt 1s less obvious that lack of logo 
clarity would do so However, prior research has demon- 
strated this influence even with visual stimuli that do not 
seem to give rational grounds for it For example, Gorn, 
Jiang, and Johar (2008) demonstrate that something as 
seemingly irrelevant as a chief executive officer that has a 
"baby face” influences perceptions of his or her trustworthi- 
ness Thus, it is hypothesized that a logo with low clarity or 
readability has an adverse influence on perceived firm trust- 
worthiness Formally, 


Hz An incomplete (vs complete) typeface logo causes con- 
sumers to perceive the firm as less (vs more) trustworthy 
and reliable 


H, This influence ıs mediated by the perceived clarity of the 
logo 


Attitude Toward the Firm: The Moderating Role of 
Regulatory Focus 


According to the previously explained theories, incomplete 
typeface logos may have both a favorable and an unfavor- 
able influence on consumers' attitude toward the firm 
Although innovation may sometumes give rise to mixed 
emotional responses from consumers (Wood and Moreau 
2006), in general, ıt ıs viewed favorably, as is further evı- 
denced by the contribution it makes to increased firm value 
(Sorescu and Spanjol 2008) However, the importance of 
trust and trustworthiness for a firm’s success 1s also well 
documented, and some researchers even argue that trust 1s 
"the single most powerful relationship marketing tool avail- 
able to a company" (Berry 1996, p 42, Sirdeshmukh, 
Singh, and Sabol 2002) In addition, there may be other per- 
ceptions than those pertaining to 1nnovativeness and trust- 
worthiness that are influenced by incomplete typeface 
logos Thus, ıt 1s unclear whether such logos have a favor- 
able or unfavorable influence on consumers’ overall attitude 
toward the firm Indeed, the current study theorızes that the 
influence of incomplete typeface logos on this attitude 
depends on the consumer's regulatory focus 

Regulatory focus theory (Higgins 1997, Wan, Hong, and 
Sternthal 2009) 1ndicates that people with a promotion focus 
are concerned with opportunities, openness to change, and the 
maximization of accomplishments and positive outcomes, 
whereas those with a prevention focus are concerned with 
safety, preference for stability, and the minimization of errors 
and negative outcomes Therefore, there 1s reason to expect 
that consumers with a prevention focus will view percep- 
tual ambiguity unfavorably In contrast, this should not nec- 
essarily be the case for consumers with a promotion focus 
Ambiguity connotes uncertainty (Singh 1993), on the one 
hand, uncertainty signals risk, but on the other hand, uncer- 
tainty may also signal opportunity Although this connec- 
tton 1s perhaps less obvious, 1t may be enough to counteract 
the unfavorable influence of rsk, at least for consumers 
with a promotion focus, because they are not as concerned 
with risk avoidance as consumers with a prevention focus 
The ambiguity here does not involve uncertainty about the 
strategy, operations, or economic viability of a firm but 
only the 1mmediacy and straightforwardness with which a 
logo may be interpreted However, 1n line with the preced- 
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ing discussion, given the extent to which a logo 1s perceived 
as representative of a firm, 1t ıs expected that this perceptual 
ambiguity will unfavorably influence attitude toward the 
firm for consumers with a prevention focus Formally, 


Hs For consumers with a prevention focus, an incomplete 
typeface logo gives rise to a less favorable attitude toward 
the firm than does a complete typeface logo This 1s not 
the case for consumers with a promotion focus 


Empirical Overview 


As outlined in the preceding section, it 1s expected that 
incomplete typeface logos will have a favorable influence 
on consumer perceptions of firm innovativeness but an 
unfavorable influence on consumer perceptions of firm 
trustworthiness It 1s expected that the former influence 1s 
explamed by the perceived interestingness of the logo, 
whereas the latter influence is explained by its perceived 
clarity Moreover, incomplete typeface logos have an unfa- 
vorable influence on attitude toward the firm, but only for 
consumers with a prevention focus 

These notions are investigated with a set of three stud- 
ies Study 1 consists of three brief experiments, each of 
which demonstrates the favorable (unfavorable) 1nfluence 
of 1ncomplete typeface logos on perceived firm innovative- 
ness (trustworthiness) Study 2 investigates the moderating 
role of regulatory focus in the influence of such logos on 
overall attitude toward the firm Rather than manipulating 
regulatory focus directly, firms were chosen that align with 
either promotion or prevention goals Finally, Study 3 repli- 
cates the findings of the previous studies and also demon- 
strates (1) the mediating role of logo 1nterestingness ın the 
influence of incomplete typeface logos on perceptions of 
firm innovativeness, (2) the mediating role of logo clarity in 
the influence of incomplete typeface logos on perceptions 
of firm trustworthiness, and (3) the moderating role of regu- 
latory focus 1n the influence of incomplete typeface logos 
on overall attitude toward the firm, using a standard 
manipulation for regulatory focus 


Study 1 
Method and Results 


A set of three preliminary experiments was conducted to 
investigate the influence of incomplete typeface logos on 
consumer perceptions of the firm A sample (Qualtrics 
panel 44% men, Mage = 45 years), drawn predominantly 
from the U S population, but also from Canada and West- 
ern Europe, participated 1n the experiments online The par- 
ticipant pool consists of more than 3 mullion unique panel 
members To avoid self-selection and professional survey 
takers, Qualtrics utilizes by-invitation-only online panel 
recruitment, thus attracting a cross-section that better gener- 
alizes to the population at large In each experiment, partıcı- 
pants were randomly assigned to one of two versions 
(incomplete vs complete) of the same logo To ensure the 
cleanest manipulations possible, the logos used 1n the cur- 
rent research are representations of firm names without 
additional pictorial elements In each study, the logos were 
styled by a professional graphic artist In one version, the 


logo was styled such that the characters were complete In 
the other version, the logo was styled such that parts of the 
characters were blanked out Fictitious names were used for 
the logos, such that the influence of incompleteness would 
not be confounded with influences stemming from existing 
perceptions of the firm “Consul” for Experiment 1a, “Ele- 
ment" for Experiment 1b, and “April” for Experiment 1c 
(for stimuli, see Appendix A) Participants (71, 67, and 69 
participants ın Experiments la, İb, and 1c, respectively) 
viewed the logo and then responded to a battery of ques- 
tions They reported their 1mpression of the firm on seven- 
point Likert scales (1 = “not at all,” and 7 = “extremely”) 

Specifically, they reported the extent to which they per- 
ceived the firm as innovative and creative (subsequently 
combined to form an innovativeness index) and as trustwor- 
thy and reliable (subsequently combined to form a trustwor- 
thiness index) These items stem directly from the theoreti- 
cal development elaborated 1n the preceding section To rule 
out the possible influence of affect stemming from exposure 
to the logo, participants reported their feelings on seven- 
point semantic differential scales (“not at all happy/very 
happy,” “not at all excited/very excited,” “not at all hopeful/ 
very hopeful," “ın a bad mood/in a good mood”, subsequently 
combined to form an affect index) A seres of analyses of 
variance (ANOVAs) were run with incompleteness as the 
independent variable and the innovativeness index, trust- 
worthiness index, and affect index as dependent variables 

Table 1 presents the results for all three experiments, as 
well as correlations and scale reliabilities for the indexes 


Discussion - 


As Table 1 shows, each of the three preliminary experi- 
ments revealed the same pattern of results Incomplete (vs 

complete) typeface logos resulted 1n perceptions of the firm 
that were higher (vs lower) in terms of innovativeness (all 
three ANOVAs revealed significant main effects, except 
Experiment 1b, which was marginally significant) and lower 
(vs higher) ın terms of trustworthiness (All three ANOVAs 
revealed significant main effects, for correlations between 
these two variables, see Appendix B ) Furthermore, there 
were no differences ın affect, and the results were identical 
when controlling for affect Affect was not a significant 
covariate in any of the analyses, except 1n the influence of 
the Consul logo on perceived firm trustworthiness In other 


words, the experiments largely support Hı and Ha, across 
three logos, with three formats to manipulate ambiguity 
However, it 1s not clear how incomplete typeface logos 
will affect consumers’ overall attitude toward a given firm 
Therefore, the following study was designed to provide 
insights 1n this respect On the basis of the preceding theoriz- 
ing, 1t 1s expected that this influence depends on the regulatory 
focus of the consumer Study 2 thus investigates the influence 
of incomplete typeface logos on consumer attitudes toward 
firms that align with promotion versus prevention goals 


Study 2 


One hundred thirty-five participants (Qualtrics panel 59% 
men, Mage = 46 years), drawn from the same pool as 1n 
Study 1, were randomly assigned to one of two versions 
(incomplete vs complete) of the same logo for the fictitious 
firm “Centurox” (for stımulı, see Appendix A) Participants 
were also randomly assigned to one of two versions of the 
firm In one condition, they read that Centurox was an 
entertainment company, and ın the other condition, they 
read that ıt was an insurance company The rationale for this 
manipulation was that an entertainment company would be 
associated with promotion goals, whereas an insurance 
company would be associated with prevention goals (Hig- 
gins 1997, Wan, Hong, and Sternthal 2009) As discussed 
previously, consumers with a promotion focus are con- 
cerned with attaining positive outcomes (e g , the fun enter- 
tainment firms provide), while those with a prevention 
focus are concerned with safety, responsibilities, obliga- 
tions, and avoidance of negative outcomes (aligned with the 
protection and security insurance firms offer) 

Thus, the study was a 2 (incompleteness incomplete vs 
complete) x 2 (focus promotion vs prevention) between- 
subjects experiment Participants viewed the logo and then 
responded to a battery of questions They reported their attı- 
tude toward the firm on seven-point semantic differential 
scales (full scale taken from Hagtvedt and Patrick [2008] 
“unfavorable/favorable,” "negative/positive," “bad/good,” 
“unpleasant/pleasant,” “dislike very much/like very much"), 
later combined ın an attitude index (œ = 96) To ensure that 
there were no confounds stemming from preexisting notions 
of the firm, participants reported, on a seven-point Likert 
scale (1 = “not at all," and 7 = “definitely”), whether they 
had heard of the Centurox firm before filling out the survey 
As expected, the results revealed no differences and a sig- 


TABLE 1 
Results for Study 1 (Experiments 1a-1c): The Influence of Incomplete Typeface Logos on Consumer 
Perceptions of the Firm 











Innovativeness Trustworthiness Affect 
r4 M, Me F T"? rə M, Me F n? 0, M. M. F 
1a 78 436 367 533” 07 92 393 453 A413" 06 83 485 489 02 
1b 85 377 318 316 05 87 318 387 467” (ÜZ 87 486 473 21 
1c 81 393 334 409* 06 94 361 449 757** 10 82 488 483 04 
*p< 10 
“p< 05 


Notes M, indicates mean in the incomplete condition, M, indicates mean in the complete condition, 1? indicates partial nê, r4 and rə connote 
the correlations between the items in the innovativeness index and trustworthiness index, respectively, and a connotes the scale rela- 


bility for the affect index 
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nificantly low average (M = 1 43) To rule out the possible 
influence of affect stemming from exposure to the logo, 
participants reported their feelings on the same measures as 
ın Study 1 (a = 83) No differences were found for this 
variable, and controlling for ıt revealed identical results 

Affect was not a significant covariate 1n the influence of 
incompleteness on attitude toward the firm As a manipula- 
tion check for regulatory focus encouraged by the firm, par- 
ticipants reported on seven-point Likert scales (1 = “not at 
all,” and 7 = "extremely") how relevant ıt ıs that a firm 
enables a consumer to have fun (revealing the expected 
main effect of focus (Mpromotion (1 e , entertamment) = 4 19 vs 

Mporevention (1e , insurance) — 339, F(1, 131) = 777, p < 05) 
and how relevant it is that a firm enables a consumer 
to protect him- or herself (also revealing the expected main 
effect of focus (Mpromotion (1 e , entertamment) = 447 VS Mpye- 
vention (1 e , insurance) = 5 18, F(1, 131) =5 79, p « 05) 

An ANOVA with incompleteness and regulatory focus 
as the independent variables and the attitude index as the 
dependent variable revealed a main effect of 1ncomplete- 
ness (M, = 347 vs M, = 423, F(1, 131) = 9 63, p < 05, 
partial n? = 07) and, more important, the expected 1ncom- 
pleteness x focus interaction (Mq prom) = 3 85 vs Mic prom) = 
398 vs Mq, prev) = 3 13 vs Mo, prev) = 4 47, FUL, 131) = 
6 63, p € 05, partial n? = 05) Contrast analysis revealed 
that the incomplete prevention condition was different from 
the other three conditions (all p « 05) There were no other 
differences These results support H5 

The results support the theory that the influence of 1ncom- 
plete typeface logos on attitude toward the firm 1s moderated 
by regulatory focus The main effect of 1ncompleteness was 
not hypothesized but does not take away from this result 
Nonetheless, in the following study, this was avoided by first 
pretesting the logos for equivalent 1nfluence on attitude toward 
the firm 1n the absence of a regulatory focus manipulation 
Moreover, although the regulatory focus manipulation ın 
study 2, through type of firm, was noteworthy because of 
its clear applicability to firms ın the marketplace, ıt also has 
weaknesses It 1s an indirect form of manipulation that may 
also be related to different consumer goals, such as hedonic 
versus utilitarian goals Therefore, a standard regulatory focus 
manipulation from extant literature was used 1n Study 3 


Study 3 
Method 


Study 3 was designed to replicate the results from the prevı- 
ous studies and to demonstrate (1) the mediating role of 
logo interestingness 1n the influence of incomplete typeface 
logos on perceptions of firm innovativeness, (2) the mediat- 
ing role of logo clarity in the influence of incomplete type- 
face logos on perceptions of firm trustworthiness, and (3) 
the moderating role of regulatory focus 1n the influence of 
incomplete typeface logos on attitude toward the firm, 
using a different manipulation ! One hundred twenty par- 


1A preliminary study with 85 undergraduate participants not only 
replicated the results from Study 1 but also revealed that the incom- 
plete (vs complete) logo resulted 1n more (vs less) perceptions of 
logo interestingness and less (vs more) perceptions of logo clarity 
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ticipants (Qualtrics panel 56% men, Mage = 45, modal 
income = $50,001—$75,000), drawn from the same pool as 
ın Study 1, participated in the experiment onlıne Partici- 
pants were subjected to a standard manipulation to induce a 
promotion versus prevention focus (Wan, Hong, and Stern- 
thal 2009) Those in the promotion (prevention) condition 
were asked to think about a positive (negative) outcome 
they might want to achieve (avoid) and briefly describe the 
strategies they could use to successfully promote (prevent) 
this outcome Participants were also randomly assigned to 
one of two versions (incomplete vs complete) of the same 
logo, with the fictitious name “Salient” (for stimuli, see 
Appendix A) The study was a 2 (ancompleteness incom- 
plete vs complete) x 2 (focus promotion vs prevention) 
between-subjects experiment Participants viewed the logo 
and then responded to a battery of questions 


Measures 


The same measures as ın Study 1 were used for the innova- 
tiveness index (r= 85), the trustworthiness index (r = 90), 
and the affect index (& = 86) As expected, no differences 
were found for this latter variable, and ıt was not a sıgnıfi- 
cant covariate in the main analyses Participants also 
reported, on seven-point Likert scales (1 = “not at all,” and 
7 = “definitely”), their impression of the logo as interesting, 
artistic, and engaging (later combined in an interestingness 
index, & = 91) and as clear, complete, and immediately 
readable (later combined ın a clarity index, o, = 89) They 
further reported, using the same measures as 1n Study 2, on 
their attitude toward the firm, the results of which were 
later combined to form an attitude index (œ = 96) To 
ensure that there were no confounds stemming from preex- 
isting notions of the firm, participants reported, on a seven- 
point Likert scale (1 = “Not at all,” and 7 = "Definitely, 
whether they had heard of the Salient firm before filling out 
the survey As expected, results revealed no differences and 
a significantly low average (M = 1 39) 


Results 


İnnovatıveness A 2 (incompleteness incomplete vs 
complete) x 2 (focus promotion vs prevention) ANOVA 
with the innovativeness index as the dependent variable 
revealed the expected main effect of incompleteness (M, = 
4 18 vs M, = 339, F(1, 116) = 9 30, p < 05, partial n? = 
07), supporting H, There were no other differences 


Trustworthiness A similar ANOVA with the trustwor- 
thiness index as the dependent variable revealed the 
expected main effect of incompleteness (M, = 3 29 vs M, = 
3 80, F(1, 116) = 5 07, p < 05, partial n? = 04), in support 
of H4 There were no other differences 


Mediating role of interestingness Bootstrap estimation 
(Preacher and Hayes 2004) with 5000 resamples, as well as 
a Sobel test, confirmed that interestingness mediates the 
influence of incompleteness on perceived innovativeness 
(M - — 31, SE = 10, 9596, confidence interval = — 50, — 12, 
Sobel test z = —3 08, p € 05) This supports H5 


Mediating role of clarity Bootstrap estimation with 
5000 resamples and a Sobel test confirmed that readability 
mediates the 1nfluence of 1ncompleteness on perceived trust- 


worthiness (M = 23, SE = 11, 95%, confidence interval = 
03, 46, Sobel test z 2 2 50, p < 05) This supports H4 


Attitude toward the firm A 2 (incompleteness) x 2 
(focus) ANOVA with the attitude index as the dependent 
variable revealed the expected incompleteness x focus 
interaction (Mq prom) = 401 vs Me, prom) = 366 vs Mg, 
prev) = 324 vs Me, prev) = 4 04, F(1, 116) = 5 67, p < 05, 
partial n? = 05) Contrast analysis revealed that the incom- 
plete prevention condition was different from the complete 
prevention condition (p « 05) and the incomplete promo- 
tion condition (p « 05) There were no other differences 
These results support Hs 


Discussion 


This study replicates the results of the previous studies as 
well as provides some additional insights Logo interesting- 
ness was demonstrated to mediate the influence of 1ncom- 
plete typeface logos on perceived firm innovativeness, 
while logo clarity was demonstrated to mediate the influ- 
ence of incomplete typeface logos on perceived firm trust- 
worthiness (for correlations between these four variables, 
see Appendix B) These mediation analyses not only sup- 
port the current study’s theories but, ın the current experi- 
mental context, also align with an argument of straightfor- 
ward logic The judgment of the firm must perforce be 
based on the perception of the logo, because it is the only 
basis provided to the respondent In addition, the study 
demonstrates that regulatory focus moderates the influence 
of incomplete typeface logos on overall attitude toward the 
firm As expected, an incomplete (vs complete) logo gave 
rise to a less (vs more) favorable attitude toward the firm, 
but only for consumers with a prevention focus 


General Discussion 


Theoretical Contributions 


Incompleteness 1s an element of both art theory and prac- 
tice, and its demonstrated implications in terms of per- 
ceived innovativeness and trustworthiness contribute not 
only to marketing theory but also back to the literature on 
art and aesthetics Furthermore, both innovativeness and 
trustworthiness are important constructs in the marketing 
strategy literature, and little research has investigated how 
visual communication or promotional materials influence 
these types of perceptions among a firm's customers Per- 
haps this 1s because common intuition suggests that such 
perceptions result over time from the resources firms bring 
to bear on daily operations, on building strategic competen- 
cles, or on inculcating a specific corporate culture How- 
ever, as the current research illustrates, such perceptions are 
also influenced by visual inputs that might, on the surface, 
seem irrelevant or of minor importance Some extant litera- 
ture (Henderson, Giese, and Cote 2004) has argued that logos 
may engender specific consumer perceptions of the firm but 
that there are likely to be multiple responses to the same 
logo, such that corporations must consider trade-offs The 
current research builds on and exemplifies this argument 
The current research also establishes new connections 
between the regulatory focus literature and the perceptual 


ambiguity literature, and it contributes to the literatures on 
visual communication and ambiguity 1n. general Whereas 
prior research on perceptual ambiguity has demonstrated 
enhanced evaluations resulting from positive affect (Perac- 
chio and Meyers-Levy 1994), the current research demon- 
strates specific judgments arising from perceptual ambigu- 
ity, regardless of affect The conceptual specificity of 
innovativeness and trustworthiness also diverges from prior 
observations of the general visual appeal and arousal-raising 
capacity of perceptual ambiguity (Berlyne 1971, Zeki 
2001) In addition, the current research answers a call for 
more research to determine the extent of impression transfer 
from typeface to the brand and company itself (Henderson, 
Giese, and Cote 2004) In the current context, not only does 
perceptual ambiguity engender specific conceptual judg- 
ments, but when coupled with a prevention focus, it also 
has a potentially unfavorable influence on overall attitude 
toward the firm This finding also diverges from prior find- 
ings of favorable consumer responses to perceptual ambigu- 
ity (Peracchio and Meyers-Levy 1994) 


Managerial Implications 


Although it 1s well established that consumer perceptions of 
the firm arise from sustained corporate efforts or from a 
well-documented track record, the current research demon- 
strates that such perceptions also arise from minor differ- 
ences 1n the visual promotional material the firm employs 
For example, managers may use incomplete typeface logos 
as a tool to position a firm as innovative, as indicated by the 
finding that such logos encourage this perception among 
consumers This may be useful for a new firm aiming to 
position itself as cutting-edge or for an old, stodgy firm 
aiming to reinvent its brand image However, caution may 
be called for 1n the use of this tool, especially 1f the percep- 
tion of trustworthiness 1s of central importance The current 
findings suggest that managers should avoid incomplete 
typeface logos if their goal 1s to encourage the perception of 
a trustworthy firm 

The finding that regulatory focus moderates the ınflu- 
ence of incomplete typeface logos on attitude toward the 
firm suggests that managers should be especially careful to 
avoid such logos ın connection with firms whose product 
offerings align with a prevention focus (eg, insurance 
companies) However, although incomplete typeface logos 
may give rise to unfavorable consumer attitudes toward 
these types of firms, this seems not to be the case for firms 
whose product offerings align with a promotion focus (e g , 
entertainment companies) This suggests that the ideal firm 
with which to utilize incomplete typeface logos 1s one 
whose offerings align with a promotion focus and that man- 
agers want to position as innovative (e g , companies offer- 
ing Creative entertainment or innovative consumer products, 
such as Apple or Sony) In addition, managers of firms with 
incomplete typeface logos may intentionally use advertising 
copy and other promotional materials to encourage a pro- 
motion focus 1n their consumers 


Directions for Further Research 


There are many other variables that also influence con- 
sumer attitudes and consumer perceptions of firm ınnova- 


The Impact of Incomplete Typeface Logos / 91 


tiveness or trustworthiness For example, an established 
track record may counteract the unfavorable influence of 
incomplete typeface logos on perceived trustworthiness 
One reason fictitious firms were used 1n the current 
research was to avoid confounds tied to existing consumer 
perceptions of the firm However, further research could 
explore possible interactions between the influence of 
incomplete typeface logos and influences stemming from 
existing consumer perceptions of real firms Such research 
could rely on existing logos, or 1t could incorporate alter- 
nate or modified logos for these firms 

Related theoretical perspectives may also be incorpo- 
rated into further research For example, researchers could 
investigate the influence of incomplete typeface logos or 
different types of logo design, or perceptual ambiguity ın 
general, on brand personality (Aaker 1997) Moreover, 
extant research has suggested that incomplete typeface 
logos could adversely influence consumer perceptions as a 
result of low processing fluency (Song and Schwarz 2008) 
It would perhaps be difficult to make a convincing argument 
that an unfavorable influence on perceptions such as firm 
trustworthiness should stem from low processing fluency, 
but other influences may be tied to this mechanism For 
example, the influent processing of an incomplete typeface 
logo might give the impression that the firm’s products are 
complex or effortful to use In general, researchers in the 
future should investigate the impact of logo incompleteness 
and of other forms of perceptual ambiguity on information 
processing on perceptions other than innovativeness and 
trustworthiness, which may ın turn influence overall attitude 
toward the firm, as well as on variables such as recognition 
and recall, purchase behavior, and customer satisfaction 

Although the current research reveals an unfavorable 
influence of incomplete typeface logos on overall attitude 
toward the firm for consumers with a prevention focus, ıt 
may also have a favorable influence on consumers with a 
promotion focus under certain circumstances, presumably 
when perceptual ambiguity 1s 1nterpreted as a strong signal 
of opportunity Researchers should investigate this as well 
as other possible moderators The responses to logo 1ncom- 
pleteness and other forms of perceptual ambiguity may also 
vary across individual consumers according to chronic ındı- 
vidual differences, as responses to aesthetic stimuli often do 
(Bloch, Brunel, and Arnold 2003) They may also vary across 
cultures Furthermore, the environment in which the logo 1s 
displayed may moderate its influence on various consumer 
responses For example, a logo 1n a retail environment may 
not necessarily have the same impact on consumers as a 
logo 1n a magazine, on packaging, or on a website 

Further research could also investigate the influences 
stemmung from different levels of logo incompleteness It 
seems likely that extreme forms of incompleteness might 
have different influences on firm perceptions than the ones 
uncovered here For example, the influence of logo incom- 
pleteness on perceived firm innovativeness may reveal an 
inverted U shape, with both complete and extremely incom- 
plete logos engendering the least favorable responses 
Moreover, affect did not play a role in the current research, 
but researchers 1n the future should explore consumers’ lev- 
els of enjoyment and positive affect when resolving various 
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types and degrees of perceptual ambiguity, as well as the 
impact this has on consumer attitudes Perhaps it is possible 
to systematically map out the circumstances under which 
affect plays a role 

Whereas the current research focuses on incomplete 
typeface logos as the basis for perceptual ambiguity, further 
research could expand on this by using different types of 
logos, including different variables such as color, and 1ncor- 
porating various bases for perceptual ambiguity, such as 
abstractions versus concrete images, different levels of 
obscurity, distortions, the use of reversible figures, and so 
on The influence of conceptual ambiguities might also be 
investigated For example, researchers could investigate 
what influences arise from the use of a name like “Fidelity,” 
which has a clear meaning, versus a name like "TIAA- 
CREF,” which does not, for a financial services firm 
Extending the findings of the current research, 1t might be 
expected, holding aside any preexisting consumer percep- 
tions of these firms, that Fidelity would be viewed as more 
trustworthy and TIAA-CREF would be viewed as more 
innovative Furthermore, it might be expected that con- 
sumer attitudes toward the latter firm would depend on 
whether consumers are predominantly focused on the 
prospects for achieving profits or the likelihood of prevent- 
ing losses and maintaining financial security 

Broadly speaking, the findings that incomplete typeface 
logos have a favorable influence on perceived firm innova- 
tiveness but an unfavorable influence on perceived firm 
trustworthiness, as well as the moderating role of regulatory 
focus 1n the influence of such logos on attitude toward the 
firm, underscore the complexity of consumer response that 
can arise from logo design, or from perceptual ambiguity ın 
general The various influences of perceptual ambiguity are 
not adequately understood and merit a great deal of further 
attention, not only because of the vast amounts of resources 
that firms expend on logos as a marketing tool, but also 
because the influences of both perceptual and conceptual 
ambiguity represent gaps 1n the marketing literature and in 
the understanding of how consumers interpret visual stimuli 


APPENDIX A 
Complete and Incomplete Typeface Logos Used 
as Stimuli in Studies 1-3 





A. Stimuli Used in Study 1 (Experiments 1a—1c) 


CONSUL CONSUL 
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APRIL Ariz 
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C: Stimulı Used ın Study 3 
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APPENDIX B 
Correlations Between Key Variables for Studies 1 and 3 














Innovativeness Trustworthiness Interestingness 
Study 1a Trustworthiness 53 
Study 1b Trustworthiness 55 
Study 1c Trustworthiness 57 
Study 3 Trustworthiness 37 
Study 3 Interestingness 76 43 
Study 3 Clarity — 04 31 06 
REFERENCES 


Aaker, Jennifer L (1997), “Dimensions of Brand Personality, 
Journal of Marketing Research, 34 (August), 347-56 

Balachander, Subramanian and Sanjoy Ghose (2003), “Reciprocal 
Spillover Effects A Strategic Benefit of Brand Extensions,” 
Journal of Marketing, 67 (January), 4-13 

Berlyne, Daniel E (1971), Aesthetics and Psychobiology New 
York Appleton-Century-Crofts 

Berry, Leonard L (1996), “Retailers with a Future,” Marketing 
Management, 5 (Spring), 39-46 

Bloch, Peter H , Frédéric F Brunel, and Todd J Amold (2003), 
“Individual Differences in the Centrality of Visual Product 
Aesthetics Concept and Measurement,” Journal of Consumer 
Research, 29 (March), 551-65 

Gorn, Gerald J , Yuwei Jiang, and Gita Venkataramani Johar 
(2008), *Babyfaces, Trait Inferences, and Company Evalua- 
tions in a Public Relations Crisis,” Journal of Consumer 
Research, 35 (1), 36-49 

Hagtvedt, Henrik, Reidar Hagtvedt, and Vanessa M Patrick 
(2008), “The Perception and Evaluation of Visual Art,” Empiri- 
cal Studies of the Arts, 26 (2), 197—218 

and Vanessa M. Patrick (2008), *Art Infusion The Influence 
of Visual Art on the Perception and Evaluation of Consumer 
Products," Journal of Marketing Research, 45 (June), 379—89 

Henderson, Pamela W and Joseph A Cote (1998), Guidelines for 
Selecting or Modifying Logos,” Journal of Marketing, 62 
(April), 14—30 

, Joan L Giese, and Joseph A Cote (2004), “Impression 
Management Using Typeface Design,” Journal of Marketing, 
68 (October), 60—72 

Higgins, E Tory (1997), "Beyond Pleasure and Pain,” American 
Psychologist, 52 (12), 1280—1300 

Hirschman, Elizabeth C (1983), “Aesthetics, Ideologies, and the 
Limits of the Marketing Concept,” Journal of Marketing, 47 
(Summer), 45-55 

Im, Subin and John P Workman Jr (2004), “Market Orientation, 
Creativity, and New Product Performance 1n High-Technology 
Firms,” Journal of Marketing, 68 (April), 114—32 

Janiszewski, Chris and Tom Meyvis (2001), “Effects of Brand Logo 
Complexity, Repetition, and Spacing on Processing Fluency 
and Judgment," Journal of Consumer Research, 28 (1), 18-32 

Joy, Annamma and John F Sherry (2003), "Speaking of Art as 
Embodied Imagination A Multisensory Approach to Under- 
standing Aesthetic Experience,” Journal of Consumer 
Research, 30 (September), 259-82 

Keller, Kevin Lane (1993), “Conceptualizing, Measuring, and 
Managing Customer-Based Brand Equity,” Journal of Market- 
ing, 57 (January), 1—22 

Long, Gerald M and Thomas C Toppino (2004), “Enduring Inter- 
est in Perceptual Ambiguity Alternating Views of Reversible 
Figures,” Psychological Bulletin, 130 (5), 748-68 

Lurie, Nicholas H and Charlotte H Mason (2007), “Visual Repre- 
sentation Implications for Decision Making,” Journal of Mar- 
keting, 71 (January), 160-77 








Miller, Elizabeth G and Barbara E Kahn (2005), “Shades of 
Meaning The Effect of Color and Flavor Names on Consumer 
Choice,” Journal of Consumer Research, 32 (Tune), 86-92 

Morgan, Robert M and Shelby D Hunt (1994), “The Commitment- 
Trust Theory of Relationship Marketing,” Journal of Market- 
ing, 58 (July), 20-38 

Peracchio, Laura A and Joan Meyers-Levy (1994), “How Ambigu- 
ous Cropped Objects in Ad Photos Can Affect Product Evalua- 
tions," Journal of Consumer Research, 21 (June), 190—204 

Pieters, Rik, Michel Wedel, and Rajeev Batra (2010), "The Stop- 
ping Power of Advertising Measures and Effects of Visual 
Complexity,” Journal of Marketing, 74 (5), 48-60 

Preacher, Kristopher J Andrew F Hayes (2004), “SPSS and SAS 
Procedures for Estimating Indirect Effects in Simple Mediation 
Models,” Behavior Research Methods, Instruments, & Com- 
puters, 36 (4), 717-31 

Sawyer, John E (1992), “Goal and Process Clarity Specification 
of Multiple Constructs of Role Ambiguity and a Structural 
Equation Model of Their Antecedents and Consequences,” 
Journal of Applied Psychology, 77 (2), 130-41 

Singh, Jagdip (1993), “Boundary Role Ambiguity Facets, Deter- 
minants, and Impacts,” Journal of Marketing, 57 (April), 11-31 

Sirdeshmukh, Deepak, Jagdip Singh, and Barry Sabol (2002), 
“Consumer Trust, Value, and Loyalty in Relational 
Exchanges," Journal of Marketing, 66 (January), 15-37 

Song, Hyunjın and Norbert Schwarz (2008), “If It’s Hard to Read, 
It’s Hard to Do,” Psychological Science, 19 (10), 986—88 

Sorescu, Alina B. and Jelena Spanjol (2008), "Innovation's Effect 
on Firm Value and Risk Insights from Consumer Packaged 
Goods,” Journal of Marketing, 72 (April), 114—32 

Van der Lans, Ralf, Joseph A Cote, Catherine A Cole, Siew 
Meng Leong, Ale Smidts, Pamela W Henderson, Christian 
Bluemelhuber, et al (2009), “Cross-National Logo Evaluation 
Analysis An Individual-Level Approach,” Marketing Science, 
28 (5), 968-85 

Vignovic, Jane A and Lori Foster Thompson (2010), “Computer- 
Mediated Cross-Cultural Collaboration Attributing Communi- 
cation Errors to the Person Versus the Situation,” Journal of 
Applied Psychology, 95 (2), 265-76 

Wan, Echo Wen, Jiewen Hong, and Brian Sternthal (2009), “The 
Effect of Regulatory Ortentation and Decision Strategy on 
Brand Judgments,” Journal of Consumer Research, 35 (April), 
1026—38 

Wood, Stacey L and Page C Moreau (2006), “From Fear to 
Loathing? How Emotion Influences the Evaluation and Early 
Use of Innovations,” Journal of Marketing, 70 (July), 44-57 

Yakovleva, Maria, Richard R Reilly, and Robert Werko (2004), 
“Why Do We Trust? Moving Beyond Individual to Dyadic Per- 
ceptions,” Journal of Applied Psychology, 95 (1), 79-91 

Yi, Youjae (1990), “The Effects of Contextual Priming in Print 
Advertisements,” Journal of Consumer Research, 17 (Septem- 
ber), 215-22 

Zeki, Semir (2001), “Artistic Creativity and the Brain,” Science, 
293 (5527), 51-52 


The Impact of Incomplete Typeface Logos / 93 


Andrea Godfrey, Kathleen Seiders, & Glenn B. Voss 


Enough Is Enough! The Fine Line in 
Executing Multichannel Relational 
Communication 


In an effort to build long-term, profitable relationships, many companies systematically engage in multichannel 
relational communication—personalized messages sent to existing customers through various channels as part of 
a broader relationship marketing strategy In this research, the authors examine three key drivers of relational 
communication effectiveness volume of communication, mix of communication channels, and alignment of those 
channels with customers’ preferences They hypothesize that customer response to relational communication 
follows a continuum in which reciprocity explains response to lower levels of communication, the classic ideal point 
describes a transition phase, and reactance explains response to higher levels of communication They empirically 
test the theoretical framework by examining the impact of multichannel communication on repurchase over a three- 
year period The results indicate that after the ideal level of communication is exceeded, customers react 
negatively This negative response can be exacerbated by the use of multiple channels but attenuated by aligning 
channels with customer preferences The findings suggest that the complex effects of multichannel communication 
can actually drive customers away from rather than closer to a company 


Keywords multichannel relational communication, ideal point, reactance, reciprocity, customer repurchase 


I spent two months assessing and segmenting the database 
of past donors and creating a plan for scheduling personal 
meetings with 60 high-gift-capacity donors Ten donors 


itability To encourage loyalty and build long-term relation- 
ships, firms must communicate with their customers in a 


were leery about speaking with me I left messages for compelling way However, what if such marketing commu- 
another 30 donors, but only three returned my call Five nication drives customers away from rather than closer to 
donors hung up on me with varying degrees of anger One the company? As the major gifts officer 1n the preceding 
person said that I was the third person to call in three quote discovered, even an organization's most ardent sup- 


days Thirteen donors also received a handwritten note to 


inform them of our fundraising campaign In the end, I did porters can be alienated when they feel bombarded by the 
not book a single appointment Because our organization communication 

relies heavily on phone and mail contacts along with face- This research focuses on multichannel relational com- 
to-face fundraising, potential donors have already been munication, which we define as personalized communica- 
bombarded by mail and phone calls by the time I try to tion with existing customers through various channels as 


arrange a personal meeting I am removing all of my 
donors from the phone and mail contact lists to control 
how much communication they receive from us 


part of a broader relationship marketing strategy In an 
effort to retain and cross-sell to existing customers, compa- 
nies use individual-level customer data to personalize this 
communication The communication can remind customers 
arketers champion the idea of focusing resources on of needed services, announce new products and locations, 
customer retention strategies to avoid expensive survey customer satisfaction following a service encounter, 
acquisition initiatrves and cultivate customer prof- and convey targeted promotional offers 

Despite widespread use, multichannel relational com- 
munication has only recently attracted attention 1n the mar- 


— Major gifts officer, national nonprofit agency 
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has a negative influence on repurchase because customers 
perceive the communication as invasive or obtrusive The 
reciprocity perspective 1s supported by empirical studies 
reporting a positive linear association between relational 
communication volume and repurchase behavior, while 
reactance 1s supported by research reporting an inverted U- 
shaped effect between relational communication volume 
and repurchase behavior 

The challenge of understanding multichannel communi- 
cation effects 1s complicated by the limited knowledge of 
how channels combine to influence customer repurchase 
When firms use different communication channels 1n com- 
bination, it 1s a matter of speculation whether the effects are 
additive or multiplicative and, if multiplicative, whether the 
interaction enhances or diminishes customer response 
Communication through multiple channels could enhance 
customer response by demonstrating greater resource 
investment on the part of the firm or could alienate cus- 
tomers by signaling an inadequate appreciation of one-to- 
one communication Empirical studies 1nvolving the simul- 
taneous use of multiple channels are particularly scant 

The mixed evidence as to whether there 1s an 1deal level 
of communication—and how that level might vary when 
firms use multiple channels —undermines managerial prac- 
tice 1n terms of effectively allocating marketing resources 
Managers face additional challenges ın aligning the com- 
munication channels used with customers' preferences 
Although we might assume that aligning communication 
channels with customers’ preferences increases the utility of 
the contacts, research has not examined the strength or 
importance of this moderating effect 

To explore these important and unresolved_issues ın cur- 
rent knowledge, we examine a set of interrelated research 
questions Is there an ideal volume of relational communi- 
cation? How is customer response to multichannel commu- 
nication influenced by the total volume of communication 
and the mix of channels used? and To what degree do cus- 
tomers’ channel preferences moderate the relationship 
between relational communication volume and customer 
repurchase? In addressing these questions, our study con- 
tributes theoretical, empirical, and substantive insights into 
the complex nature of multichannel communication 

We present a conceptual framework that integrates reci- 
procal action theory and reactance theory perspectives to 
describe the effects of multichannel relational communica- 
tion on customer repurchase behavior Together, these 
theories describe a continuum of customer response to rela- 
tional communication, with lower volumes eliciting reci- 
procity and higher volumes triggering reactance An ideal 
point along this continuum identifies the volume at which 
customer repurchase shifts from positive reciprocity to 
negative reactance After that ideal point, additional con- 
tacts diminish rather than enhance customer repurchase 

We offer empirical support for this framework by exam- 
ining the impact of multichannel relational communication 
on customer repurchase over three years The longitudinal 
analysis provides a fine-grained examination of multichan- 
nel effects by combining three distinct data sets (1) cus- 
tomer contact records, (2) customer transaction data, and 
(3) survey data capturing customers’ channel preferences 


We use these data to estimate a system of simultaneous 
equations with endogenous variables The results indicate 
that there 1s an ideal level of communication volume that 
varies across channels, the ideal point also shifts in 
response to multichannel communication efforts and across 
individual people, depending on their channel preferences 

Because shifts in the ideal point directly influence 
repurchase behavior, our results provide substantive 
insights that can lead to more effective customer relation- 
ship strategies The findings highlight the importance of 
considering the impact of specific channels, individually 
and ın combination, rather than aggregate volume as a 
means to manage the communication channel mix more 
effectively The results also underscore the need to avoid 
inefficient allocation of marketing resources by developing 
protocols that limit total communication through all chan- 
nels and specify effective channel combinations 

In the sections that follow, we develop a conceptual 
framework that predicts diminishing effects of multichannel 
relational communication on customer repurchase We 
extend the framework to examine interaction effects for 
combinations of channels and for customer-level channel 
preferences We then present the empirical model and results 
and conclude with ımplıcatıons for researchers and managers 


Conceptual Framework 


Reciprocal action theory builds on social norm theory to 
describe the obligation people experience to return "good 
for good,” in which the response 1s proportional to what 1s 
received (Bagozz 1995, Becker 1990) In market 
exchanges, firm 1nvestments 1n customer relationships can 
produce psychological bonding that triggers the normative 
reciprocity of purchase (Dahl, Honea, and Manchanda 
2005) Customer reciprocity manifests when individualized 
communication increases perceived relationship quality (De 
Wulf, Odekerken-Schroder, and Iacobucci 2001) or feelings 
of gratitude toward the firm (Palmatier et al 2009) Recı- 
procity suggests that relational communication positively 
influences repurchase because customers perceive a greater 
resource investment by the firm and enhanced informative 
or interpersonal value 

Reactance theory posits that attempts to influence 
behavior generate a motivational state of reactance (Brehm 
1966) Customers resist marketing efforts that they perceive 
as an attempt to manipulate them, exercise control over 
their purchasing, or limit their freedom of choice (Clee and 
Wicklund 1980) As pressure from a firm’s persuasion 
attempts increases, the reactance response grows stronger, 
resulting 1n diminished influence on customer behavior or, 
at extremes, a backlash or boomerang effect (Fitzsimons 
and Lehmann 2004, Wendlandt and Schrader 2007) Reac- 
tance theory can explain negative response to personal sell- 
ing (e g , Wicklund, Slattum, and Solomon 1970), advertis- 
ing (eg , Robertson and Rossiter 1974), direct marketing 
(e g , Morimoto and Chang 2006), and rewards programs 
(e g , Kivetz 2005) Prior studies have focused primarily on 
reactance to message content characteristics 1n transactional 
exchanges (e g , Clee and Wicklund 1980, Fitzstmons and 
Lehman 2004) In contrast, we examine reactance to com- 
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munication volume 1n relational exchanges, 1n which theory 
predicts a negative customer response to communication 
perceived as invasive, obtrusive, or environmentally wasteful 

The relational communication literature provides 
empirical evidence that both theoretical perspectives are 
relevant to understanding customer response to firm con- 
tact As Table 1 indicates, the limited. exopirical studies in 
this area offer conflicting results The reciprocity principle 
is supported by several studies that find positive linear 
effects of relational communication on outcomes such as 
customer profitability, share of wallet, and relationship 
duration (Reinartz, Thomas, and Kumar 2005, Rust and 
Verhoef 2005, Verhoef 2003) Reactance receives support in 
studies that report an inverted U-shaped relationship 
between communication and purchase frequency (Venkate- 
san and Kumar 2004) and customer retention (Dréze and 
Bonfrer 2008), as well as a U-shaped relationship between 
communication and purchase timing (Kumar, Venkatesan, 
and Reinartz 2008) Reconciling the mixed results from this 
emerging set of studies is difficult because of variations 1n 
the operationalization of communication, the customer out- 
comes measured, and the research contexts 


The Classic Ideal Point and Relational 
Communication Volume 


We propose that reciprocity explains why customer repur- 
chase 1s likely to increase as communication volume 
increases from low to moderate levels, whereas reactance 
explains why repurchase 1s likely to decrease as communi- 
cation 1ncreases from moderate to high levels To describe 
the transition phase of the reciprocity—reactance continuum, 
we draw on the classic ideal point concept, which posits 
that the perfect or utılıty-maxımızıng level of an attribute 
occurs at an intermediate level that elicits the most positive 
response (Teas 1993) Initially, as an attribute increases up 
to the ideal point, utility also increases and customer 
response becomes more favorable (Green and Srinivasan 
1978) After the ideal point 1s attained, further increases in 
the attribute instead result 1n negative utility and less favor- 
able customer response (Lilien, Kotler, and Moorthy 1992) 
Applied to multichannel relational communication, this 
continuum suggests that customers reciprocate with greater 
repurchase as communication increases, up to the ideal point, 
beyond that point, they exhibit reactance and repurchase 
less ın response to further increases Therefore, the ideal 
point implies an inverted U-shaped relationship between 
relational communication volume and customer repurchase 

The ideal point conceptualization 1s similar to the two- 
factor paradigm for predicting customer response to mass 
marketing communication This theory proposes that 
opposing factors determine customer response to repeated 
advertising stimuli (eg , Berlyne 1970, Rethans, Swasy, 
and Marks 1986) Initial exposures produce a positive 
response due to reduced uncertainty and learning about the 
stimulus (Stang 1975), but higher levels of exposure pro- 
duce a negative response due to tedium or reactance 
(Sawyer 1981) The net effect of the opposing factors 1s a 
diminishing relationship between the amount of advertising 
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and customer response beyond a certain threshold (Anand 
and Sternthal 1990) 

The ideal point should describe customer response to 
relational communication for any channel a firm uses In 
this study, we examine communication volume through 
three channels firms commonly use for targeted customer 
contacts telephone, e-mail, and postal mail We formally 
hypothesize the following 


H, For each communication channel, there 1s an 1deal level of 
relational communication volume, which implies an 
inverted U-shaped relationship between customer repur- 
chase and (a) telephone contact volume, (b) e-mail contact 
volume, and (c) mail contact volume 


Communication Channels in Combination 


The use of multiple communication channels 1n combina- 
tion can stimulate either additive, independent effects, or 
multiplicative interaction effects Interaction effects imply 
that the ideal point for relational communication volume 1n 
one channel depends on the level of communication ın 
another channel As volume in one channel changes, the 
ideal point for volume in the other channel shrfts to a higher 
or lower point Cross-channel interactions are consistent 
with both reciprocal action theory and reactance theory, but 
the two theories differ as to whether the interactions are 
positive or negative 

Customers may respond positively when they receive 
relational communication through a combination of chan- 
nels, because the use of multiple channels, rather than a 
single channel, shows greater resource investment by the 
firm Because of their varying characteristics, different 
channels provide distinctive advantages 1n communicating 
information to customers For example, the telephone chan- 
nel allows bidirectional communication and the capacity for 
the customer to be involved in the communication (Mohr 
and Nevin 1990), and the e-mail channel offers customers 
the ability to view rich visual representations of the infor- 
mation being conveyed (Alba et al 1997) Contacting cus- 
tomers through multiple channels allows firms to offer cus- 
tomers complementary benefits that enhance the overall 
utility of the communication, signifying greater resource 
investment When customers attribute the enhanced utility 
to firm actions, they reciprocate with increased spending 

This reciprocity-based perspective 1s consistent with a 
central tenet of integrated marketing communication, which 
holds that the combined effect of using multiple media 
channels 1s greater than the sum of the individual effects of 
each channel (Naik and Raman 2003) For example, using 
mass-media channels that effectively build brand awareness 
can enhance the effects of channels used to communicate 
more detailed information (Prins and Verhoef 2007) While 
limited research systematically examines synergies between 
communication channels, especially at the individual cus- 
tomer level, 1t 1s logical to expect such effects to be even 
more pronounced for direct channels because the customers 
may value customized content more 

The theoretical implication is that communication 
through multiple channels shifts the ideal point so that cus- 
tomers exhibit reciprocity up to a higher volume 1n one or 
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TABLE 1 


Recent Empirical Studies of Relational Communication Effects on Customer Repurchase Behavior 


Relational Communication Variables 
Operationalization 


Direct mail 


Three survey items on seven-point Likert scale cap- 
turing customer's perception of firm's efforts to keep 
regular customers informed through mail contacts 


Inter-e-mail time 


Number of days since last e-mail contact 


a Frequency of rich modes of communication 
Number of face-to-face contacts 

b Frequency of standardized modes of communication 
Number of telephone and mail contacts 


Direct marketing communication 
a Dummy indicating whether a telephone contact 


was sent in month t 


Direct marketing communication x mass marketing 


communication 


b Dummy indicating whether a telephone contact 
was sent in month t x advertising expenditures in 


month t 
Communication contacts 


a Number of face-to-face contacts 
b Number of telephone contacts 


c Number of e-mail contacts 


Communication contact interactions 
d Monthly occurrence of both face-to-face and e-mail 


contacts 


e Monthly occurrence of both telephone and e-mail 


contacts 


a Transaction-oriented communication 
Number of direct mail promotion contacts 

b Relationship-oriented communication 
Number of relationship magazine contacts 


a Frequency of rich modes of communication 
Number of face-to-face contacts 

b Frequency of standardized modes of communication 
Number of telephone and mail contacts 


Direct mailings 
Number of mail contacts 


Dependent Variables 
Operationalization 


Perceived relationship investment 

Three survey items on seven-point Likert 
scale capturing customer's perception of 
firm's efforts to contribute value to regular 


customers 
a Customer retention 


Estimated customer retention probability 


b Customer equity 
Calculated customer equity 


Purchase timing 


Time (in months) between previous observed 
purchase and current observed purchase 


Adoption timing 


Time (in months) between service introduc- 


tion and customer's adoption 


f Acquisition likelihood 


Indicator variable showing whether customer 


is acquired 
g Relationship duration 


Time (in days) of customer's relationship with 


the firm 
h Customer profitability 
Total revenue —total costs 


Change ın gross profit per customer 
Gross profit per customer = total number of 
services purchased x contribution margin 


Purchase frequency 


Total number of products purchased 


Change in customer share 


Customer share = number of services pur- 
chased from focal firm (observed)/number of 
services purchased from all firms (self-report) 


Effect of Relational 
Communication on 
Repurchase Behavior 


Positive linear effect (Europe) 
Nonsignificant effect (United 
States) 


a, b Inverted U-shaped effect 


a, b U-shaped effect 


a Positive effect 
b Negative interaction effect 


a, b, c Positive linear effect 

d, e Positive interaction 
effect for all dependent 
variables 


a, b Positive linear effect 


a, b Inverted U-shaped effect 


Positive linear effect 


Theory Consistent 
with Findings 
Heciprocity 


Ideal point 


Ideal point 


Reciprocity 
Reactance 


Reciprocity 
Reciprocity 


Reciprocity 


Ideal point 


Reciprocity 





both channels, leading to increased repurchase A customer's 
repurchase response to relational communication volume 1n 
one channel 1s enhanced as the volume of communication 
in another channel increases, manifesting as a positive 
interaction between any two channels used 1n combination 

Reinartz, Thomas, and Kumar (2005) provide empirical 
support for this perspective in a business-to-business con- 
text and report positive interactions when firms used (1) 
face-to-face and e-mail and (2) telephone and e-mail chan- 
nels in combination However, they measure the interaction 
between channels as the number of times two communica- 
tion channels were used concurrently in a given month, an 
operationalization that may understate multiplicative effects 
because 1t does not capture the total volume of communica- 
tion through each channel 

An opposing perspective 1s also plausible Customers 
might demonstrate reactance and respond negatively when 
they receive relational communication through a combina- 
tion of channels The use of multiple channels might imply 
that the firm 1s employing an ad hoc rather than a cus- 
tomized approach to communicate with customers Just as 
different communication channels offer distinct benefits, 
they also provide distinct disadvantages For example, the 
mail channel can be environmentally wasteful, and the e- 
mail channel can heighten privacy concerns (Morimoto and 
Chang 2006) From this perspective, contacting customers 
through multiple channels 1mplies an uninformed commu- 
nication program, because the combined channels require 
the customer to manage a variety of annoyances that 
decrease the overall utility of the communication Cus- 
tomers ultimately feel trapped and victimized by a seem- 
ingly manipulative relational marketplace (Fournier, Dob- 
scha, and Mick 1997) 

Theoretically, the reactance-based perspective predicts 
that the use of multiple channels shifts the ideal point ın one 
or both channels so that reactance 1s triggered at a lower 
volume Customer response to relational communication 
volume in one channel peaks at a lower level and then 
diminishes as the volume of communication ın another 
channel 1ncreases Thus effect would manifest as a negative 
interaction between any two channels used 1n combination 
and results 1n a diagonal, downward shift 1n the response 
function that attenuates the peak response 

Although a paucity of research has examined the effects 
of multichannel communication on repurchase, Prins and 
Verhoef (2007) offer evidence of customer reactance to the 
use of multiple channels They report that telephone contact 
and mass communication (e g , television, radio, print, out- 
door) have negative interaction effects on adoption timing 
for a new service They suggest that the use of both com- 
munication channels in combination causes customers to 
believe that the firm 1s placing too much attention on the 
new service and pressuring them excessively to adopt 
Although that study examines the interaction between direct 
telephone and mass channel communication rather than 
multiple direct, personalized channels, the findings suggest 
that communication through a combination of channels can 
have a negative interaction effect on purchase behavior 

In summary, both theory and empirical evidence suggest 
multiplicative, interaction effects between multichannel 
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communication volume and repurchase, but results reported 
in prior studies offer divergent support for the direction of 
the interaction As such, we leave the question whether the 
interactions are positive or negative to be determined 
empirically More formally, we hypothesize the following 


Hz Relational communication volume using more than one 
channel produces shifts 1n the 1deal point for at least one 
channel, which implies significant interaction effects on 
customer repurchase for (a) telephone x e-mail contact 
volume, (b) telephone X mail contact volume, and (c) e- 
mail x mail contact volume 


The Moderating Hole of Channel Preference 


Various perspectives imply that communication channel 
preference is idiosyncratic and that heterogeneity in indi- 
vidual channel preferences influences customer response to 
relational communication For example, the telephone 
channel 1s commonly perceived as one of the most intrusive 
(Reinartz, Thomas, and Kumar 2005), but some customers 
prefer its interpersonal nature, which enables them to 
request clarification and elaboration of the message (Roberts 
and Berger 1999) Some customers perceive a company’s 
use of costly communication channels as a proxy for rela- 
tionship investment, whereas others regard such costs as an 
inefficient expense that ultimately increases price 
(Palmatier 2008) Boulding et al (2005) encourage 
researchers to examine such heterogeneity to understand 
customer response to relationship marketing actions 

Reciprocal action and reactance theories both suggest 
that customers’ channel preferences moderate their 
response to relational communication and produce a shift 
along the reciprocity-reactance continuum to a higher ideal 
point The reciprocity principle suggests that identifying 
and using preferred channels enhances customers' motiva- 
tion to reciprocate because they appreciate the company's 
personalization efforts As a result, customers respond more 
positively to higher volumes of communication than they 
do when their preferred channels are not used Although 
prior research has not examined the moderating effect of 
channel preferences theoretically or empirically, this expec- 
tation 1s consistent with the finding that direct communica- 
tion aligned with customer needs increases perceived rela- 
tionship investment and encourages reciprocity (De Wulf, 
Odekerken-Schroder, and Iacobucci 2001) 

Reactance theory suggests that matching the communi- 
cation channel with customers’ preferences attenuates reac- 
tance related to communication volume When a customer 
views a channel as intrusive, for example, managing that 
channel’s contacts requires greater effort and creates more 
reactance (Kivetz 2005) If customers prefer channels that 
provide greater utility, the matching process enhances the 
overall value of the communication, thereby decreasing 
reactance and increasing repurchase response This perspec- 
tive 1s consistent with Fitzsimons and Lehmann (2004), 
who find that offering product recommendations that are 
inconsistent with a customer’s a priori preferences triggers 
reactance, but providing recommendations that align with 
preferences enhances satisfaction with the purchase deci- 
sion process The authors advocate that firms directly mea- 
sure customers’ preferences 


In effect, both theoretical perspectives imply that align- 
ing channels with customers’ preferences increases recep- 
tivity to the communication and shifts the 1deal point to a 
higher volume Formally, 


H4 Customer preference for a channel shifts the 1deal point 
for relational communication through that channel and 
enhances customer response, which implies a positive 
interaction effect on customer repurchase for (a) telephone 
channel preference x telephone contact volume, (b) e-mail 
channel preference x e-mail contact volume, and (c) mail 
channel preference x mail contact volume 


Empirical Application 


Our research design features data from three sources, com- 
bining survey data that capture customer channel prefer- 
ences with 39 months of customer contact history and 
repurchase behavior We collected the data for customers of 
a large automobile dealership with a high-volume service 
department The survey sampling frame included 3370 ran- 
domly selected customers who had visited the service 
department within the past year We sent each customer a 
packet that included a letter from the owner of the dealer- 
Ship, a five-page survey, a postage-paid return envelope, and 
an offer for a $5 gift card on return of the completed ques- 
tionnaire We mailed follow-up surveys to all nonrespon- 
dents four weeks after the initial mailing The two mailings 
produced 180 undeliverable addresses and 1162 complete 
responses, for a 3696 effective response rate The majority 
of the respondents were men (57%) and were between the 
ages of 35 and 64 years (60%) Sixty-nine percent had some 
technical or university education, and 66% had an average 
household 1ncome exceeding $63,000 


For each customer, we matched survey responses with 
the corresponding objective data from the company's con- 
tact records and transaction database Contact records 
included the dates each customer was contacted and the 
communication channel used for each contact The transac- 
tion database captured the date of each customer's visit and 
the dollar amount spent To facilitate a longitudinal analysis, 
we aggregated the data 1nto 13 quarterly periods (quarters 
0-12), which constitute the 39-month observation period 

The combined data sets represent panel data that are 
subject to several forms of bias (Hsiao 2004) First, cross- 
sectional differences 1n the dependent variable not captured 
by the explanatory variables can manifest as a heterogeneity 
bias and produce inconsistent estimates of the coefficients 
of interest Second, the survey data we use to capture the 
panel’s communication preferences are subject to selection 
bias 1f the panelists’ decision to respond to the survey 1s 
related to repurchase, the dependent variable of interest 
Third, our analysis of customer response to relational com- 
munication 1s subject to endogeneity bias because mar- 
keters tend to communicate more with customers who 
repurchase more, so causality may be circular We now 
describe the key variables and the methods we use to con- 
trol for all three forms of bias 


Variables 


Table 2 presents descriptive statistics and variable cor- 
relations The Appendix provides additional details on the 
measurement of each variable 


Dependent variables Consistent with the theoretical 
framework, the dependent variable of interest should cap- 
ture customer response to relational communication We 
examined two direct measures of customer response repur- 





TABLE 2 
Descriptive Statistics and Correlation Matrix 
Variables 1 2 3 4 5 6 7 8 9 10 

1 Repurchase spending@ 10 

2 Repurchase visits 59 10 

3 Telephone contactsa 15 27 10 

4 E-mail contactsa 09 18 04 10 

5 Mail contactsa 16 29 22 — 02 10 

6 Telephone preference 01 05 05 — 08 07 10 

7 E-mail preference 02 04 — 07 21 — 02 — 16 10 

8 Mall preference -03 -—04 — 02 — 05 — 01 13 10 10 

9 Warranty worka 43 41 10 05 11 01 03 — 01 10 

10 Number of vehicles 15 30 04 12 15 03 07 00 09 10 

Mean 1223 212 125 62 131 3 54 2 81 312 2547 220 
Standard deviation 295 9 2 80 139 138 192 115 128 108 1120 149 
Standard error 250 02 01 01 02 01 01 01 95 01 
Skewness 668 202 1 36 2 89 2 28 — 58 13 — 21 15 62 86 
Minimum 0 0 0 0 1 1 1 0 1 
Maximum 5376 25 14 16 5 5 5 4302 5 
Median 2540 1 1 1 4 3 3 0 1 
Lower 99% CL 1158 206 122 59 127 3 51 2 78 3 10 2303 217 
Lower 9596 CL 1174 2 07 1 23 59 128 3 52 2 79 3 10 2361 218 
Upper 9596 CL 1272 2 17 1 28 64 135 3 56 2 83 3 14 2732 222 
Upper 99% CL 1287 218 1 28 65 1 36 3 56 2 84 3 14 2791 223 





aQuarterly measures 


Notes Correlations greater than | 021 are significant at p < 05 (two-tailed test) 
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chase visits and repurchase spending for each customer dur- 
ing quarters 1-12 We log-transtormed both dependent 
variables to improve distribution normality 


Control variables We included mean-centered main 
and quadratic terms for the 12 quarters (TIME) to allow for 
trend effects To control for heterogeneity across individual 
respondents, we included four exogenous variables that are 
not directly related to our research questions but are related 
to auto service spending levels All four variables were cap- 
tured in the transaction database lagged repurchase spend- 
ing (lagSPEND), lagged number of repurchase visits 
(lagVISIT), the amount of warranty work ın the current 
quarter (WW), and the number of vehicles each respondent 
owned (VEH) We log-transformed the warranty work 
variable to improve distribution normality 

We controlled for selection bias using Heckman’s 
(1979) two-step procedure We first estimated the probabil- 
ity of responding to our survey using relevant information 
for all customers 1n the sampling frame the number of rela- 
tional communications before the survey through each com- 
munication channel, household income (HI), which we 
determined from census data by zip code, and whether the 
respondent had moved to a different home address during 
the observation period (MOVE), as captured ın the transac- 
tion database We then created an inverse Mulls ratio for 
each respondent (A), which 1s a monotonic decreasing func- 
tion of the probability that each customer responded to our 
survey Including the inverse Mills ratio ın the empirical 
model controls for the effect of unmeasured characteristics 
related to the selection process 


Exogenous independent variables Channel preference 
was a self-reported measure that captured customers’ 
responses to a single five-point Likert-scale question asking 
whether the customer preferred to be contacted through each 
channel (PrefPHONE, PrefEMAIL, and PreféMAIL) We have 
no theoretical expectations for the effect of channel prefer- 
ence on repurchase, but because underlying curvilinearity 
can bias tests of interactions (e g , Cortina 1993), we exam- 
1ned both main and quadratic terms to ensure that unexpected 
nonlinear relationships did not emerge as a significant inter- 
action effect None of the quadratic terms were significant 


Endogenous independent variables Three independent 
variables capture the volume of relational communication 
the firm sent to its customers by telephone (PHONE), e- 
mail (EMAIL), and mail (MAIL) We determined the num- 
ber of contacts according to the date of each contact in each 
quarter of the firm’s customer contact database We mean- 
centered the contact measures to facilitate interpretation of 
the quadratic and interaction effects 


Model Specification 


Hausman (1978) tests confirmed that the three relational 
communication volume measures were endogenous To 
control for this endogeneity, we estimated a simultaneous 
system of four equations for each of the endogenous 
variables We specified the dependent variable (repurchase 
visits or spending) equation as follows 
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DV, - Op + & TIME + Oo, TIME? + aA, 
+ OglagSPEND, +o5lagVISIT, + ag WW, + oy VEH, 
+ GgPrefPHONE, + Oi9PrefEMAIL, + 0, 9PrefMAIL, 
+ Q4; PHONE, + Q EMAIL, + &3MAIL, 
Qj 4PHONE? + oz EMAİL? + &4;MAIL42 
+ OygPHONE, x EMAIL, + &g PHONE, x MAIL, 
+ Qj9 EMAIL, x MAIL, + O9PrefPHONE, x PHONE, 
+ O5; PrefEMAIL, x EMAIL, + ozəPrefMATL, 
x MAIL, + e, 


where the time subscript t 1s implied for all variables and lag 
indicates that the measure was taken from the quarter before 
the dependent measure observation (1e , t — 1) In addition, 


DV, = customer Vs quarterly response, 
J= repurchase visits or spending, 
TIME = quarter from 1 to 12, 
,7 selection control factor for customer 1, 
SPEND = quarterly repurchase spending by customer 1, 
VISIT, = number of quarterly repurchase visits by 
customer 1, 
WW, = amount of warranty work completed for 
customer 1, 
VEH, = number of vehicles serviced for customer 1, 
PrefPHONE, = customer 1’s self-reported preference for 
the telephone channel, 
PrefEMAIL, = customer 1’s self-reported preference for 
the e-mail channel, 
PrefMAIL, = customer 1’s self-reported preference for 
the mail channel, 
PHONE, = number of quarterly telephone contacts tar- 
geting customer 1, 
EMAIL, = number of quarterly e-mail contacts target- 
ing customer 1, 
MAIL, = number of quarterly mail contacts targeting 
customer 1, and 
e€; = autoregressive error term 


For the three endogenous relational communication vol- 
ume equations, we used exogenous, lagged variables as pre- 
dictor variables 


CV, = Bo + Bj TIME + B, TIME? + 8B; QUARTER2 
+ BQUARTER3 + B5QUARTER4 + BglagSPEND, 
+ DzlagSPEND2 + Bglag VISIT, + BolagVISIT,2 
+ Bio WW, Bj; VEH, + DizlagPHONE, + B)3lagPHONE,2 
+ DizlagEMAT, + D; slagEMAIL + BiglagMATL, 
+ DizlagMATL? + BıglagPHONE, x lagEMAIL, 
+ BıolagPHONE, x lagMAIL, + BoglagEMAIL, 
X lagMAIL, + D;;HI, + B22HI;2 + BozlagMOVE, + e, 
where 


CV x = communication volume for cus- 
tomer 1 through channel k = 
telephone, e-mail, and mail, 


QUARTER2, 3, and 4 = dummy variables to control for 
programmatic seasonal changes 
ın communication volume, 

HI, = annual household income of 
customer 1, and 
MOVE, = dummy variable indicating that 
customer 1 had moved to a new 
home address 


We used full-information maximum likelihood analysis 
to estimate the system of equations (Chow 1964) We 
examined five hierarchical models to assess the robustness 
of individual results and overall fit of each model (see Tables 
3 and 4) To explore whether multicollinearity might be 
biasing the estimates, we examined the condition numbers 
in each model, none exceeded 15, which 1s well below the 
level that would 1ndicate potential problems (Greene 1990) 


Model Selection 


The analyses produced similar empirical results for both 
repurchase visits (Table 3) and repurchase spending (Table 


4) For expositional brevity, we report results for the analy- 
ses using repurchase spending as the dependent variable 
We used the Bayesian information criterion (BIC) to assess 
overall model fit Model 1 was a baseline model that did not 
include quadratic or interaction terms In Model 2, we 
added the three relational communication volume quadratic 
terms that test H, Applying generally accepted standards 
for model fit (Kass and Raftery 1995), we can conclude that 
the addition of the relational communication volume qua- 
dratic terms (Model 2) results 1n very strong 1mprovement 
in fit (Table 4, ABIC = 395 6) 

We then compared the BIC for Models 3—5 with that for 
Model 2 In Model 3, we added the three two-way relational 
communication volume interactions that test H, We also 
examined higher-order terms to fully explore how the 1deal 
point shifts ın the presence of two-way interaction effects 
Specifically, we considered the three-way interaction 
among telephone, e-mail, and mail contact volume, which 
assesses whether the total volume of communication 
through all three channels significantly altered the ideal 


TABLE 3 
Simultaneous Equation Results for Repurchase Visits 


Intercept 

Time 

Time? 

Selection control factor 
Lagged spending 
Lagged visits 

Amount of warranty work 
Number of vehicles 


Main Effects 
Telephone preference 
E-mail preference 
Mail preference 
Telephone contacts 
E-mail contacts 
Mail contacts 


Volume Quadratic Effects 


Telephone contacts? Hia — 

E-mail contacts? Hib — 

Mail contacts? Hic — 
Volume Interactions 

Telephone contacts x e-mail contacts H2a +- 

Telephone contacts x mail contacts H2b +- 

E-mail contacts x mail contacts H2c +- 


Telephone contacts2 x e-mail contacts 
Mail contacts? x e-mail contacts 


Preference x Volume Interactions 
Telephone preference x phone contacts H3a + 
E-mail preference x e-mail contacts H3b + 
Mail preference x mail contacts H3c + 
Telephone preference x phone contacts? 


Model Fit 
R2 
BIC 
ABIC (compared with Model 1) 
ABIC (compared with Model 2) 


"pe 05 
“p< 01 


Model 1 Model 2  Model3 Model4 Model 5 
1 04*** 1 09*** 1 06*** 1 09*** 1 04*** 
— 01” — 01 kk —01*** —01** —01*** 
X 01 kkk — 01 Atk - 01 kkk FEM 01 Akk 01 kkk 
Z 09*** TE 08*** — 08*** em 08*** mH 08*** 
— 00 — 00 — 00 — 00 — 00 

0277 03*** 03*** 03*** 627 
1 g*** 1 Q*** 1 Q*** 1 Orr 1 g””” 
07” 08*** 08*** 08*** 08*** 
027 837” g2 05*** 04*** 
- 00 - 00 00 00 00 
— 01” — 01” — 01” — 01” — 01” 
03“ 04** 02 04** 02* 
08"** 09*** 04*** 09*** 04*** 
16*** 15*** 14*** 1 Ete 14*** 
= 01 kkk — 01 Ak = 01 Akk NA 01 do 
—- 01 kkk — 01*** PES 01*** — 01 kkk 
Em 01 kik — 01 kkk — 01 kee An 01 wae 
mer 02” r 02””" 
00 00 
EE 02*** — 02*** 
01 kkk 01 KKK 
002*** 002*** 
01 kkk 01 k*k 
01** 01** 
- 00 — 00 
—004**  —003** 
42 46 46 46 47 


170,2122 169,8492 169,7317 169,8350 169,7227 


363 0 480 4 377 2 489 4 
117 5 142 126 5 


***D < 001 (one-tailed t-tests for directional hypotheses, two-tailed for nondirectional hypotheses) 
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TABLE 4 
Simultaneous Equation Results for Repurchase Spending 


Time 

Time2 

Selection control factor 
Lagged spending 
Lagged visits 

Amount of warranty work 
Number of vehicles 


Main Effects 
Telephone preference 
E-mail preference 
Mail preference 
Telephone contacts 
E-mail contacts 
Mail contacts 


Volume Quadratic Effects 


Telephone contacts2 Hia — 

E-mail contacts? Hib — 

Mail contacts2 Hic — 
Volume Interactions 

Telephone contacts x e-mail contacts H2a +- 

Telephone contacts x mail contacts H2b +- 

E-mail contacts x mail contacts H2c +- 


Telephone contacts? x e-mail contacts 
Mail contacts? x e-mail contacts 


Preference x Volume Interactions 
Telephone preference x phone contacts H3a + 
E-mail preference x e-mail contacts H3b + 
Mail preference x mail contacts H3c + 
Telephone preference x phone contacts? 


Model Fit 
R2 
BIC 
ABIC (compared with Model 1) 
ABIC (compared with Model 2) 


"pe 05 
**p « 01 


— 01 — 01“ — 02”” — 01“ — 02** 
m 04*** AN 03*** — 03*** em 03” = 03*** 
RE 22*** is 20*** L- 20*** -— 20*** RE 20*** 
00 00 00 00 00 
05*** 07*** 06*** ür” 06*** 
50*** 51 Lic 51 kik 51 kkk 51 kkk 
127” 1 Q*** 1 Q” 1 Ges 1 gre 
1 Or"? 09””" 08*** 1 £” 15*** 
00 - 01 - 01 00 01 
— 02 — 03 — 02 — 02 — 02 
11** 14*** 07 15** 08* 
26*** 32*** 1 6*** 32*** 1 Bex 
58*** 54*** 48*** 53*** 48*** 
-— 04*** Se 03*** = 04*** M 03*** 
= 04*** — 03*** — 04*** — 03””" 
"D 04*** az 037” ə O4*** — O3*** 
XS 08*** EN 08*** 
- 01 — 01 
= 06*** mes üz” 
02*** 02*** 
01 kek 01 kkk 
04*** 04*** 
02* 02** 
00 — 00 
-— 02*** ES 02** 
34 39 40 39 40 


203,537 6 203,1420 203,0067 203,1206 202,991 3 


395 6 530 8 417 0 546 3 
1353 214 150 7 


“p< 001 (one-tailed t-tests for directional hypotheses, two-tailed for nondirectional) 


points, and the interactions between the channel volume 
quadratic terms, which assess whether each curvilinear 
channel volume relationship varied as a function of the vol- 
ume in other channels (eg , Luo and Donthu 2006) We 
included two significant higher-order terms in Model 3, 
which produced strong improvement in fit over Model 2 
(ABIC = 135 3) 

For Model 4, we added the channel preference x chan- 
nel volume interactions that test H4 We also examined 
channel preference x channel volume quadratic interac- 
tions, which assess whether the curvilinear channel volume 
relationship varied as a function of channel preference We 
included one significant quadratic interaction term ın Model 
4, which resulted in a strong improvement in fit over Model 
2 (ABIC = 21 4) A comparison of Model 4 with Model 3 
offers no theoretical insight but 1s practically noteworthy 
The BIC and R-square values indicate that the relational 
communication volume interactions (Model 3) have greater 
predictive ability than do the channel preference x channel 
volume interactions (Model 4) 
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We estimated all theoretical relationships sımultane- 
ously 1n Model 5, which produced strong 1mprovements 1n 
fit over Model 2 (ABIC - 150 7), Model 3 (ABIC = 15 4), 
and Model 4 (ABIC = 129 3) Therefore, we focus the 
remaining discussion on the Model 5 results 


Results 


The results for the control variables are logical The main 
effect and quadratic coefficient for time are both negative, 
suggesting a downward trend 1n repurchase over time The 
selection control factor 1s significantly negative, suggesting 
that nonrespondents repurchased more than respondents 
This might indicate that people with more free time (per- 
haps older and retired) were more willing to respond to the 
survey than were younger, working-age people with more 
vehicles 1n the household who subsequently repurchased 
more The coefficient for lagged spending 1s not significant, 
consistent with the 1dea that large automotive repair expen- 
ditures 1n one quarter might preclude large expenditures in 
the following quarter The coefficient for lagged visits 1s 


positive, indicating that relational customers return regu- 
larly for routine maintenance The coefficients for warranty 
work and number of vehicles are also positive, indicating 
that more work performed under warranty and more cars 1n 
the household translate into greater spending on mainte- 
nance and repairs We now examine the results related to 
our three research questions 

A positive main effect and a negative quadratic coeffi- 
cient for contact volume through a given channel support 
the classic ideal point hypothesis (Hi) The results ın Table 
4 offer full support for H,, because the main effect for com- 
munication volume ts positive, and the quadratic coefficient 
is negative for telephone, e-mail, and mail contacts These 
results 1ndicate that the volume of relational communication 
through each channel has a positive ımpact on repurchase 
until the ideal point is reached After the ideal point 1s 
exceeded, increasing volume has a negative effect on 
spending Figure 1 illustrates the inverted U-shaped effects 
in the plots For each channel, the first few contacts create a 
positive response The positive response peaks at approxi- 
mately three contacts for the telephone channel, between 
three and four contacts for the e-mail channel, and between 
nine and ten contacts for the mail channel ! Increasing vol- 
ume beyond these points triggers negative reactance among 
customers, causing them to repurchase less 

A significant interaction effect for contact volume in 
two channels supports a shift ın the ideal point (H,) The 
results 1n Table 4 provide full support for two of the three 
predictions from Hə The telephone contacts x e-mail con- 
tacts and e-mail contacts x mail contacts interactions are 
both significantly negative These negative two-way inter- 
actions are consistent with a reactance theory perspective 
The telephone contacts x mail contacts interaction coeffi- 
cient also is negative but ıs only marginally significant 
using a two-tailed t-test (p < 10, t-value = —1 85) and is not 
significant 1n the repurchase visits analysis (Table 3) 

We present graphs for the two significant cross-channel 
interaction effects 1n Figure 2 Panel A shows that customer 
response to e-mail contacts follows an inverted U-shaped 
pattern consistent with reciprocity followed by reactance 
for all levels of telephone contact There 1s a clear shift in 
the ideal point for e-mail contacts as the number of tele- 
phone contacts increases When there 1s one telephone con- 
tact, the 1deal number of e-mail contacts 1s between five and 
six, but the 1deal number of e-mail contacts drops to 
between two and three when there are three to five tele- 
phone contacts This ideal point shift 1s consistent with 
cross-channel reactance, which leads to lower repurchase as 
the number of telephone and e-mail contacts jointly 
increases The results 1n Panel B also 1ndicate a shift in the 
ideal point consistent with reactance When there is one 
mail contact, the ideal number of e-mail contacts 1s approx- 
imately five, but the ideal number of e-mail contacts drops 
to one when the number of mail contacts 1s five 

We also find support for H5, which predicts that prefer- 
ence for a channel leads to more positive customer response 


LAL values ın the graphs fall within the range of the data Maxi- 
mum values were 14 telephone, 14 e-mail, and 16 mail contacts 
per quarter 


FIGURE 1 
Ideal Points for Impact of Relational 
Communication on Repurchase Spending 
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to communications through that channel Consistent with 
Hza, the telephone channel preference x telephone contact 
volume coefficient is significantly positive Figure 3, Panel 
A, shows that customer response follows the inverted U- 
shaped pattern that 1s consistent with reciprocity followed by 
reactance when customer preference ranges from moderate 
to high There 1s no perceptible shift 1n the 1deal point, which 
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FIGURE 2 
Plotting Significant Volume Interaction Effects 
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B: Mail x E-Mail Interaction Effect on Repurchase 
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occurs at approximately three phone contacts However, 
when preference for the channel ts low, customers exhibit no 
response, either positive or negative, to any phone contacts 

Hap receives support because the e-mail channel prefer- 
ence x e-mail contact volume coefficient is significantly 
positive Panel B in Figure 3 shows a shift in ideal point 
For customers who prefer the e-mail channel, repurchase 1s 
highest at five e-mail contacts, for customers who do not 
prefer that channel, repurchase 1s highest between two and 
three e-mail contacts ? 


2We also examined whether a “mismatch” between channel 
preference and channel volume would produce a negative shift in the 
ideal point Three of the 6 mismatch interactions were significantly 
negative telephone preference x mail volume, e-mail preference x 
telephone volume, and e-mail preference x mail volume We do not 
include these terms ın our analyses because inclusion did not change 
the results for the hypothesized relationships and because our mea- 
sures of (lower/higher) preference for one channel do not necessar- 
ily translate into (higher/lower) preference for another channel For 
example, sending a high volume of maıl communication to some- 
one who indicates a high preference for the telephone channei 
does not necessarily 1mply a mismatch, because that person might 
also have a high preference for the mail channel (r = 13, Table 2) 
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FIGURE 3 
Plotting Significant Preference x Volume 
Interaction Effects 
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Discussion 


This research was motivated by three key questions In 
multichannel relational communication, is there an ideal 
volume? Are volume effects across channels additive or 
multiplicative, and if the effects are multiplicative, are the 
interactions positive or negative? and To what extent do 
customers’ channel preferences moderate the relationship 
between communication volume and repurchase? We use 
the classic ideal point to conceptualize a response contin- 
uum that reflects reciprocity followed by reactance in 
response to multichannel communication volume We 
extend this theoretical framework to explain volume 1nter- 
action effects between channels and gauge the strength of 
channel preferences as moderating effects 

We provide empirical support for our framework by 
matching longitudinal customer transaction data with rela- 
tional communication records and a large-scale customer 
survey Our results offer concrete answers to the research 
questions and yield new insights into the unintended and 
potentially detrimental effects of multichannel relational 


communication First, the results indicate that there 1s an 
ideal volume of relational communication that varies across 
channels, after the 1deal point 1s reached, additional com- 
munication generates reactance and increasingly negative 
customer response Second, we find that volume effects 
across channels are multiplicative and that, 1n contrast with 
prior studies that find synergies between channels, the inter- 
actions are negative, indicating that the ideal level of com- 
munication through one channel decreases as communica- 
tion volume in other channels increases Specifically, our 
results show that combining e-mail contacts with either 
telephone or mail contacts generates reactance at a faster 
rate, the 1deal volume of e-mail contacts decreases as the 
number of telephone or mail contacts increases Finally, we 
find that customers’ preferences for the telephone and e- 
mail channels positively moderate the impact of communı- 
cation volume through each of those channels, respectively 


Theoretical Implications 


Our conceptual framework shares some characteristics with 
the two-factor model of mass marketing repetition, as we 
noted previously Experimental studies have uncovered 
empirical support for the two-factor model, but there has 
been little support 1n field studies For example, 1n a study 
of television advertising, Tellis, Chandy, and Thaivanich 
(2000, p 43) conclude that their results “do not provide 
support for the two factor theory of advertising response 
[perhaps because] the effects of advertising frequency are 
too weak to register 1n a field setting ” 

One explanation for why negative consumer reactance 
may not manifest in a field study pertains to individual con- 
trol over message processing If a consumer leaves the 
room during commercial breaks or fast-forwards through 
commercial breaks when watching prerecorded shows, 
reactance does not occur because the consumer has not 
been compelled to expend effort to process the advertise- 
ment Despite the widespread occurrence of message avoid- 
ance, the phenomenon has received little theoretical or 
empirical examination 

Our results offer tantalizing insights into the role of 
individual control over message processing on response to 
communication volume Specifically, they suggest that 
reactance occurs more quickly in the telephone channel, 
more slowly in the e-mail channel, and much more slowly 
in the mail channel Furthermore, our findings suggest that 
reactance occurs more quickly when customers receive 
communication through multiple channels and occurs more 
slowly when customers receive communication through 
channels they prefer We speculate that these results pertain 
to the intrusiveness of the communication and the person’s 
corresponding lack of control 1n avoiding the message 

We take the perspective that the telephone channel 1s the 
most intrusive among the three channels we examined A 
telephone call disrupts the receiver ın real tıme or, 1f a voice 
message 1s left, forces the receiver to process the message 
at least minimally to determine whether he or she wants to 
delete 1t As a result, telephone contacts prompt reactance 
after three contacts per quarter on average (Figure 1, Panel 
A) However, this average reactance point understates sen- 


sitivity toward the telephone channel Reactance is gener- 
ated at even lower volumes when customers receive high 
levels of e-mail contacts For customers who prefer not to 
be contacted by telephone, the ideal point for telephone 
contacts 1s zero because these customers exhibit no positive 
response to the company’s efforts to build a relationship 
through telephone communication On average, these cus- 
tomers also repurchase less than customers who are more 
receptive to telephone communication Thus, for the intru- 
sive telephone channel in which message avoidance 1s diffi- 
cult, reactance occurs early, and the subsequent negative 
effects are strong 

Following this logic, we believe that the e-mail channel 
ıs somewhat less intrusive than the telephone channel 
because 1t does not necessarily disrupt the receiver 1n real 
time Messages can be reviewed and deleted whenever the 
receiver chooses, and the receiver has the abihty to flag 
senders so that future messages go directly into a junk 
folder As a result, e-mail contacts prompt reactance after 
four contacts per quarter on average (Figure 1, Panel B) 
The intrusiveness of e-mail 1s amplified, however, for cus- 
tomers who receive higher volumes of communication by 
telephone (Figure 2, Panel A) or mail (Figure 2, Panel B) 

It seems that respondents viewed the postal mail chan- 
nel as the least intrusive and the easiest to 1gnore, which 1s 
consistent with prior reports that consumers view unso- 
licited e-mail as more intrusive than postal mail (Morimoto 
and Chang 2006) Apparently, the ease with which direct 
mail 1s disposed of reduces activation of negative reactance 
As a result, reactance did not appear until after nine mail- 
ings per quarter (Figure 1, Panel C) Given the high number 
of contacts required to trigger reactance and the relatively 
low message processing costs for direct mail, reactance to 
postal mail may be infrequent 

We believe that the subsequent onset of reactance 
toward mail contacts may inform previous failures to 
uncover reactance toward advertisements ın field studies 
The receiver’s ability to retain control and avoid message 
processing attenuates the onset of reactance so that mes- 
sages through channels such as television (in which the 
receiver has significant control over message processing) 
may rarely evoke negative reactance These inferences are 
consistent with experimental research demonstrating that an 
inverted U-shaped response occurs when participants per- 
form deep processing of advertisements but does not occur 
with shallow processing (Nordhielm 2002) 

The overall story that emerges 1s that customers react 
negatively to multichannel relational communication levels 
that exceed their ideal point This negative reactance 1s 
muted if customers can contro] and avoid exposure to the 
message Customers may perceive greater control over 
messages sent through channels that are less intrusive or for 
which they have greater preference Reactance 1s height- 
ened if customers believe that control and avoidance 1s dif- 
ficult, especially when messages come through multiple 
channels These findings underscore the importance of 
examining the effects of multichannel communication vol- 
ume by considering the impact of specific channels, ındı- 
vidually and in combination, rather than aggregate volume 
Our findings also highlight the importance of considering 
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individual customer characteristics, such as channel prefer- 
ence, that moderate the impact of relational communication 
on repurchase 


Reconciling Empirical Findings 


Our review of empirical studies examining the effect of 
relational communication on repurchase behavior indicates 
that a majority uncover effects consistent with reciprocity 
(see Table 1) Of the studies we examined, only one (ie , 
Prins and Verhoef 2007) reports a negative interaction 
effect consistent with reactance, and just three (1e , Dréze 
and Bonfrer 2008, Kumar, Venkatesan, and Reinartz 2008, 
Venkatesan and Kumar 2004) report ideal points consistent 
with reciprocity followed by reactance We offer several 
explanations for the prevalence of reciprocity effects 

First, reactance effects may be attenuated 1n some con- 
texts due to inertia or switching barriers For example, Ver- 
hoef (2003) and Rust and Verhoef (2005) report effects con- 
sistent with reciprocity 1n an insurance context that can be 
described as an ongoing, contractual service with desig- 
nated renewal periods Generating reactance 1n a continuing 
service context, 1n which inertia and switching barriers are 
high, might require far higher communication volume than 
In contexts featuring repeated, noncontractual transactions, 
such as automobile service 

Second, the theory, research design, and analysis in 
prior studies may not have considered curvilinear effects 
Cortina (1993, pp 917-18) notes that there 1s a “bias 
against nonlinear hypotheses” that leads to “complex, non- 
additive models without consideration of possible nonlinear 
effects " Of the studies ın Table 1 that report linear effects 
consistent with reciprocity, none reports the results of tests 
to explore whether the relationship between communication 
and repurchase might be curvilinear Thus, we cannot dis- 
cern whether the underlying effects of communication were 
linear or curvilinear Given emerging evidence 1n support of 
an ideal point of communication, we encourage further 
research to assess curvilinear effects on repurchase explic- 
itly by including quadratic terms 

Third, including quadratic terms 1s especially important 
when examining interaction terms because underlying 
curvilinearity can bias tests of interaction effects (eg, 
Cohen 1978, Cortina 1993) Two prior studies examining 
cross-channel interactions have used empirical approaches 
that do not include quadratic terms, which may explain the 
variation in their findings, one reports a positive interaction 
consistent with reciprocity (Reinartz, Thomas, and Kumar 
2005), and the other reports a negative interaction consis- 
tent with reactance (Prins and Verhoef 2007) Another 
explanation for this difference 1s Reinartz, Thomas, and 
Kumar’s (2005) operationalization of cross-channel interac- 
tions as the number of times both types of communication 
occurred within the same month This operationalization 
creates a change 1n the intercept rather than a change in the 
slope for one independent variable as a function of another 

Finally, uncovering curvilinear relationships consistent 
with an ideal point 1s sensitive to coarseness or range 
restrictions ın measuring the independent variable (Russell 
and Bobko 1992) For example, Prins and Verhoef (2007) 
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operationalize telephone communication as a dummy 
variable capturing whether any telephone contact occurred 
in a given month, restricting the independent variable to 
two levels (0, 1) cannot capture curvilinear effects De 
Wulf, Odekerken-Schroder, and Jacobucci (2001) measure 
customers’ perceptions of firm communication using a 
seven-point Likert scale, which creates a ceiling 1n assess- 
ing the level of communication In contrast, studies sup- 
porting an ideal point use independent measures with unre- 
stricted distributions, such as the number of contacts and 
number of days since the last contact (Dréze and Bonfrer 
2008, Kumar, Venkatesan, and Reinartz 2008) 

In summary, plausible theoretical, methodological, and 
substantive explanations exist for the prevalence of reci- 
procity effects in prior research, which should encourage 
additional research to try to understand when customers are 
likely to demonstrate reciprocity or reactance 1n response to 
relational communication 


Managerial Implications 


Increased access to individual-level customer information 
has accelerated the use of targeted, multichannel communi- 
cation Despite significant financial investments, firms have 
surprisingly limited knowledge about how the simultaneous 
use of multiple communication channels affects customer 
response Our results can inform multichannel communica- 
tion practice to strengthen customer relationships effec- 
tively without wasting firm resources 

Managers should carefully identify which channels are 
most effective 1n reaching their customers and avoid the 
assumption that different communication channels exert 
equivalent effects As an example, the low cost per contact 
and quick execution of e-mail might encourage companies 
to increase the proportion of e-mail contacts, under the 
assumption that e-mail communication 1s equally effective 
Our industry partner increased the proportion of e-mail 
communication from 2% of total contacts 1n the first quarter 
to 10% in the twelfth quarter This increased allocation 1s 
not warranted if the e-mail channel 1s less effective than 
other channels in driving customer repurchase As Figure 1 
illustrates, this firm’s customers are far more responsive to 
mail contacts than to either telephone or e-mail contacts 

To maximize repurchase and minimize the likelihood of 
negative customer reactance, managers should monitor total 
contact volume and explore how specific channel combina- 
tions may shift the ideal point Our results show that e-mail 
combines poorly with both telephone and mail contacts, 
producing a decline 1n customer spending (Figure 2, Panels 
A and B) Conversely, the absence of a negative interaction 
between telephone contacts and mail contacts suggests that 
customers respond better to this combination than to the 
other combinations 

To exploit revealed channel preferences, firms should 
develop protocols that limit total communication through 
all channels and specify effective combinations of channels 
For example, the cross-channel interactions m our study 
point to two segments (1) customers who respond posi- 
tively to traditional telephone and mail channels and (2) 
customers who respond positively to the technological e- 


mail channel To investigate the spending implications of 
targeting these segments, we used the coefficient estimates 
in Model 5 to simulate the impact of three relational com- 
munication strategies, holding all other independent 
variables at mean values 

First, we examined the effect of using equal numbers of 
telephone and mail contacts but no e-mail contacts This 
strategy should generate positive reciprocity among cus- 
tomers who prefer telephone and mail contacts but negative 
reactance among those who prefer e-mail contacts Second, 
we examined the effect of using only e-mail contacts but no 
telephone or mail contacts This strategy likely generates 
positive reciprocity among customers who prefer e-mail 
contacts but negative reactance among those who prefer 
telephone and mail contacts Third, we examined the effect 
of using equal numbers of telephone, mail, and e-mail con- 
tacts, which likely generates reactance from both customer 
segments 

As Figure 4 shows, when the number of contacts 1s less 
than three, customers respond most positively to equal 
numbers of contacts across all three channels However, 
negative reactance appears after the number of contacts 
through each channel reaches four, and spending subse- 
quently decreases Customer spending 1s actually higher ın 
response to six e-mail contacts and no telephone or mail 
contacts than 1t 1s 1n response to five e-mail, five telephone, 
and five mail contacts combined This finding reinforces 
the results that indicate negative interactions between e- 
mail and telephone contacts and between e-mail and mail 
contacts (Figure 2, Panels A and B) 

Customer spending 1s highest 1n response to a strategy 
that combines an equal number of telephone and mail con- 
tacts (but no e-mail), peaking at nearly $300 when the com- 
pany sends six contacts through each channel These results 
suggest that the telephone and mail channels may exert 
complementary, independent effects on customer repur- 
chase (Voss, Godfrey, and Seiders 2010) 


Limitations and Further Research 


This research has several limitations Our study focuses on 
repurchase visits and spending as the outcome measures 1n 
a single purchase category Further research should con- 
sider the extent to which multichannel relational communı- 
cation triggers reactance with respect to other purchase out- 
comes, including share of wallet, interpurchase time, 
cross-buying, and customer defection, as well as 1n other 
purchase categories Although we expect to find similar pat- 


FIGURE 4 
Simulated Results of Three Relational 
Communication Strategies 
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terns of results across outcomes, we anticipate that cus- 
tomer response to volume of communication, individual 
communication channels, and specific combinations of 
channels may vary across industries The automotive ser- 
vice context represents a lovv-ınvolvement, utilitarian pur- 
chase category 1n which inertia may play a significant role 
in repurchase behavior Studies should assess whether reac- 
tance becomes manifest at higher or lower volumes of com- 
munication ın high-involvement or hedonic purchase cate- 
gories in which the role of habituation 1s less prominent 

Further research should also explicate different rela- 
tional communication effects 1n business-to-business (B2B) 
versus business-to-consumer settings (B2C) For example, 
the negative interactions between channels 1n our research 
contradict prior findings that support a positive interaction 
between channels in a B2B context (Reinartz, Thomas, and 
Kumar 2005) B2B contexts may not elicit negative reac- 
tance because the perceived invasiveness of relational com- 
munication 1s not activated in a commercial setting In B2B 
contexts, multichannel communication may be viewed as a 
normal aspect of the business process, whereas 1n B2C con- 
texts, customers may view this practice as an intrusion on 
their personal space and time We hope that our study moti- 
vates further research that offers additional insights into the 
dark side of relational communication efforts—research 
that identifies when enough 1s enough 


APPENDIX 
Measurement Details for Each Variable 





Variable Label Operationalization Data Source 
Dependent Variables 
Repurchase SPEND, Repurchase spending dollars by customer | during the Transaction 
spending current quarter database 
Repurchase visits VISIT, Number of repurchase visits by customer | during the current Transaction 
quarter database 
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APPENDIX 
Continued 


——————————————————————————————————————————————— 


Variable Label Operationalization Data Source 
Control Variables 
Quarter TIME Current quarter, from 1 to 12 Transaction 
database 
Lagged repurchase lagSPEND, Repurchase spending dollars by customer i during the Transaction 
spending previous quarter database 
Lagged repurchase lag VISIT, Number of repurchase visits by customer i during the Transaction 
visits previous quarter database 
Warranty work WW, Repurchase spending dollars covered by warranty Transaction 
database 
Vehicle ownership VEH, Number of vehicles owned by customer i Transaction 
database 
Household income Hİ, Median household income reported in the 2000 census for Transaction data- 
customer I's zip code base/census data 
Moved address MOVE, Dichotomous variable indicating whether customer i's Transaction 
address changed from the previous quarter (1 = yes, 0 = no) database 
Exogenous Independent Variables 
Telephone channel PrefPHONE, Survey item 1 prefer SPa contact me by telephone Survey 
preference 
E-mail channel PrefEMAIL, Survey item | prefer SP contact me by e-mail Survey 
preference 
Mail channel PrefMAIL, Survey item | prefer SP contact through the mail Survey 
preference 


Endogenous Independent Variables 


Number of outgoing marketing contacts directed toward 


Number of outgoing marketing contacts directed toward 


Contact records 


Contact records 


Telephone contact PHONE, 

volume customer i by telephone 
E-mail contact EMAIL, 

volume customer | by e-mail 
Mail contact volume MAIL, 


aSP z Service provider 


Number of outgoing marketing contacts directed toward 
customer i by mail 


Contact records 
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Jongkuk Lee 


The Alignment of Contract Terms for 
Knowledge-Creating and Knowledge- 
Appropriating Relationship Portfolios 


Interfirm collaborative relationships for developing new products involve the two fundamental tasks of creating new 
knowledge and appropriating the newly created or current stocks of Knowledge This study examines the alignment 
of two contract terms—form of resource integration (how partners integrate their resources) and form of equity 
sharing (whether partners are engaged in equity investment)—for knowledge-creating and knowledge- 
appropriating relationship portfolios By analyzing interfirm relationship agreements initiated in the pharmaceutical 
industry between 1990 and 2006, the author shows that knowledge-creating and knowledge-appropriating 
relationship portfolios benefit from different alignments of contract terms to address their unique concerns The 
author also shows that the appropriate alignments of contract terms are more critical for small firms than for large 
firms The results provide specific insights into the management of knowledge-creating and knowledge- 
appropriating relationship portfolios for developing a greater number of radical and incremental new products 





Keywords contract terms, firm size, knowledge-appropniating relationship portfolio, knowledge-creating relationship 
portfolio, radical and incremental new products 


reshaping the marketing strategies firms use to develop 

and introduce new products 1n technology-intensive mar- 
kets (Wind and Mahajan 1997) Firms attempting to 
develop new products often collaborate with various part- 
ners such as innovative firms with expertise 1n research and 
development (R&D) (Ganesan, Malter, and Rindfleisch 
2005, Rindfleisch and Moorman 2001, Sıvadas and Dwyer 
2000, Wuyts, Dutta, and Stremersch 2004) or enterprise 
customers with market information (Bonner and Walker 2004, 
Fang 2008, Kristensson, Gustafsson, and Archer 2004) The 
increasing use of collaborative relationships calls for atten- 
tion to be paid to the contract terms used for these relation- 
ships (Ghosh and John 1999, 2005) because “contract terms 
might facilitate or hinder particular outcomes” (Ghosh and 
John 2005, p 346) 

The interfirm collaborative relationships established to 
develop new products have the two fundamental tasks of 
creating and appropriating knowledge (Jap 2001, Nickerson 
and Zenger 2004, Quinn, Jordin, and Zien 1997) Knowledge- 
creating relationships refer to interfirm collaborative relation- 
ships that involve the attainment of new technological knowl- 
edge, and knowledge-appropriating relationships refer to 
interfirm collaborative relationships that 1nvolve the transfer 
and use of the newly created or current stocks of technological 


|» collaborative relationships are fundamentally 
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knowledge to develop specific applications Knowledge cre- 
ation and knowledge appropriation reflect different objec- 
tives that firms pursue through interfirm collaborative rela- 
tionships (Koza and Lewin 1998) Firms explore opportunities 
for fundamental breakthroughs in technologies or products 
by forming knowledge-creating relationships, whereas they 
pursue opportunities to exploit current technologies or prod- 
ucts by forming knowledge-appropriating relationships For 
example, Merck formed a knowledge-creating relationship 
with Alnylam Pharmaceuticals “to advance RNAi technol- 
ogy, which uses a natural biological mechanism to inhibit 
the expression of disease-causing genes and viruses” (PR 
Newswire 2003) Merck also initiated. a knowledge- 
appropriating relationship with Sumitomo Pharmaceuticals 
“to collaborate on SM-13496 (lurasidone), an atypical 
antipsychotic compound discovered by Sumitomo and cur- 
rently in Phase II development for the treatment of schizo- 
phrenia" (Business Wire 2005) However, the appropriate 
contract terms for the relationships initiated for these differ- 
ent objectives (1e , knowledge creation and knowledge 
appropriation) have yet to be examined 

Furthermore, given the complexity and uncertainty 
associated with innovations in the high-tech industries, 
recent research has emphasized that the relationship portfo- 
lio 1s a relevant unit of analysis for examining interfirm col- 
laboration 1n new product development (Faems, Van Looy, 
and Debackere 2005, Powell, Koput, and Smith-Doerr 
1996, Wuyts, Dutta, and Stremersch 2004) However, httle 
is known about appropriate contract terms for the relation- 
ship portfolio At the individual relationship level, previous 
studies have emphasized contract terms that can facilitate 
effective resource integration and incentive alignments 
among partners (Dyer and Singh 1998, Hoetker and 
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Mellewigt 2009, Jap 2001, Jap and Ganesan 1999) How- 
ever, firms face more complicated needs at the relationship 
portfolio level because they also must maintain some 
degree of flexibility 1n searching for alternative partners 
with new technological or market opportunities (Uzzi 
1997) That 1s, factors that determine the outcomes of the 
relationship portfolio might differ from those that determine 
the outcomes of individual relationships (Gulati, Nohria, 
and Zaheer 2000) Therefore, ıt 1s of paramount importance 
to examine contract terms at the relationship portfolio level 

To address these research gaps, I consider two specific 
contract terms relevant to collaborative relationships that 
involve technological knowledge (Gulati and Singh 1998, 
Kalaignanam, Shankar, and Varadarajan 2007) form of 
resource integration (how partners integrate their resources) 
and form of equity sharing (whether partners are engaged in 
equity investment for sharing ownership) I examine align- 
ments of these two contract terms to manage the relation- 
ship portfolio This study addresses two specific questions 
(1) How do alignments of these two particular contract 
terms facilitate or hinder the outcomes of knowledge-creating 
and knowledge-appropriating relationship portfolios? and 
(2) What moderates the effect of contract term alignments 
on the outcomes of the knowledge-creating and knowledge- 
appropriating relationship portfolios” 

By elaborating on the characteristics of knowledge cre- 
ation and knowledge appropriation, I propose that knowledge- 
creating and knowledge-appropriating relationship portfolios 
benefit from different alignments of contract terms to address 
their unique concerns I also propose that the size of the focal 
firm (1 e , amount of internal resources) moderates the effect 
of contract term alignments on the outcomes because internal 
resources provide the capability of absorbing external resources 
and they become a source of flexibility (Lin, Haibin, and 
Demurkan 2007, Park, Chen, and Gallagher 2002) For the 
outcomes of the relationship portfolio, I examine the number 
of new products that a firm introduces (Rothaermel 2001, 
Wuyts, Dutta, and Stremersch 2004) In particular, I distin- 
guish between radical and incremental new products, given 
the importance of radical new products compared with 1ncre- 
mental new products to the profitability and long-term sur- 
vival of firms (Sorescu, Chandy, and Prabhu 2003, Sorescu 
and Spanjol 2008, Wuyts, Dutta, and Stremersch 2004) Rad- 
ical new products refer to products that incorporate a sub- 
stantially different technology and that have the potential to 
provide a substantial 1ncrease 1n customer benefits compared 
with existing products in the industry (Chandy and Tells 
1998), whereas 1ncremental new products refer to products 
that do not meet one or both of these conditions (Wuyts, 
Dutta, and Stremersch 2004) 

An analysis of interfirm relationship agreements ınıtı- 
ated in the pharmaceutical industry shows that a firm's 
knowledge-creating relationship portfoho leads to a greater 
number of radical new products when contract terms are 
aligned 1n a way that achieves a compromise between the 
need for coordination and the need for search flexibility 
Otherwise, the knowledge-creating relationship portfolio 
tends to produce only incremental new products despite its 
potential for more fundamental breakthroughs In contrast, 
a firm's knowledge-appropriating relationship portfolio 


leads to a greater number of incremental new products when 
contract terms are determined ın a way that minimizes the 
cost of ınıtıatıng and enforcing the contract terms This study 
also shows that appropriate alignments of the contract terms 
are more critical for small firms than for large firms 

The findings of this study contribute to the literature on 
relationship marketing and new product development in three 
important ways First, this study extends the understanding of 
interfirm relationships for new product development by dis- 
tinguishing between knowledge creation and knowledge 
appropriation as two fundamental tasks 1n the collaborative 
new product development In particular, this study reveals 
that a difference exists ın the appropriate contract term align- 
ments for knowledge-creating and knowledge-appropriating 
relationship portfolios Second, a prumary interest of inter- 
firm relationship studies 1s to identify the appropriate con- 
tract terms for the specific tasks at hand (Ghosh and John 
1999, 2005, Heide 1994, Jap 2001) However, this study 
also reveals that the size of a firm serves as a boundary con- 
dition for the effectiveness of contract term alignments ın 
the firm's management of its relationship portfolio Third, 
this study contributes to the new product marketing htera- 
ture by showing that contract terms can change the types of 
new products (1e , radical vs 1ncremental) developed from 
collaborative relationship portfolios, not only the number of 
new products 


Knowledge-Creating and 
Knowledge-Appropriating 
Relationships 


Through knowledge-creating relationships, firms explore 
new opportunities for technological breakthroughs (Jap 
2001, Rothaermel and Deeds 2004) However, firms that 
rely on a portfolio of knowledge-creating relationships for 
new product development face two fundamental chal- 
lenges On the one hand, technological know-how accumu- 
lated through knowledge-creating relationships 1s often 
tacit and difficult to document, which causes difficulty ın 
transfer (Hansen 1999, Zander and Kogut 1995) More- 
over, technological breakthroughs are typically created by 
integrating various interrelated technologies rather than by 
using stand-alone technologies (Teece 1986, Winter 1987) 
This requires a comprehensive understanding of a larger 
system in which various technological components are 
integrated (Iansit and West 1997, John, Weiss, and Dutta 
1999) Therefore, firms that rely on the interfirm relation- 
ship portfolio for knowledge creation are likely to face a 
transfer problem The firms might have difficulty 1n mov- 
ing complex knowledge from their partners and 1ncorporat- 
ing it into their own innovation efforts (Hansen 1999) On 
the other hand, a knowledge-creating relationship portfolio 
involves a high level of uncertainty In collaborating to cre- 
ate new knowledge, technologies are still developing and 
are less mature, and it 1s often difficult to pinpoint the 
exact knowledge relevant to the project at hand (Becker 
and Lillemark 2006, Stremersch and Dyck 2009) Accord- 
ingly, continuous efforts are needed to search for alterna- 
tive partners with new technological opportunities (Hansen 
1999, Uzzı 1997) 
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Therefore, firms that pursue new product development 
through a portfolio of knowledge-creating relationships face 
two different needs, as summarized in Table 1 (1) to facili- 
tate coordination with partners for the effective transfer of 
complex knowledge and (2) to maintain search flexibility in 
response to technological uncertainty The literature on 
interorganizational relationships suggests that firms must 
closely cooperate with partners, such as through joint R&D 
(Hansen 1999), and must develop diverse governance mech- 
anisms, such as trust, norms, or ownership sharing, to coor- 
dinate the transfer of complex knowledge and minimize the 
opportunistic behavior of partners (Heide 1994, Rindfleisch 
2000) However, these efforts armed at effective coordina- 
tion tend to undermine a firm’s flexibility in searching for 
alternative R&D partners or technological opportunities 
(Colombo 2003, Folta 1998, Folta and Miller 2002) That 
is, for the knowledge-creating relationship portfolio, as 
Bidault and Cummings (1994) and Sivadas and Dwyer 
(2000) point out, firms likely face a fundamental tension 
between “the logic of partnering,” which requires more 
administrative mechanisms to manage the interorganizational 
relationships, and “the logic of innovation,” which requires 
more flexibility ın searching for innovative new ideas 
Accordingly, for successful new product development 
through the interfirm relationship portfolio, 1t 1s critical to 
design contract terms 1n a way that reduces such tension 

In contrast, through the knowledge-appropriating rela- 
tionship portfolio, firms pursue the development of specific 
applications of newly developed or current stocks of knowl- 
edge Resources combined for knowledge-appropriating 
relationships take more explicit and observable forms, such 
as patents or product prototypes, than the resources com- 
bined for knowledge-creating relationships (Rothaermel and 
Deeds 2004) That ıs, the tasks ın knowledge-appropriating 
relationships are less complex and less uncertain, which 
causes fewer concerns about knowledge transfer and search 
flexibility Furthermore, developing complicated contract 
terms comes at a cost—namely, the financial and manage- 
rial resources required to set up and enforce the contract 
terms (Colombo 2003) For example, Sampson (2004a) 
shows that the use of more hierarchical governance forms, 
such as an equity-based joint venture compared with a 
purely contractual agreement, reduces the collaborative ben- 
efits of R&D relationships for relatively simple tasks There- 
fore, firms that pursue innovations through a knowledge- 
appropriating relationship portfolio benefit from contract 
terms that minimize the costs associated with setting up and 


enforcing the contract terms, as summarized in Table 1 
In short, collaborative ınterfirm relationship portfolios ınıtı- 
ated for these different objectives involve different concerns 
that should be addressed by using the appropriate contract 
terms 


Contract Terms 


Given the central role of knowledge-based resources in new 
product development, the nature of the partners’ contribu- 
tions when integrating their resources has been examined as 
a critical determinant of successful new product develop- 
ment (Fang 2008, Kalaignanam, Shankar, and Varadarajan 
2007, Park and Russo 1996) In particular, previous research 
has distinguished between two specific forms of resource 
integration scale and link resource integration (Hennart 
1988) In scale resource integration, partners pool their 
resources by performing the same functions jointly m the 
value chain. In link resource integration, partners collabo- 
rate without resource pooling by performing different func- 
tions 1n the value cham (Kalaignanam, Shankar, and Varadara- 
jan 2007) In this study, which focuses on forming interfirm 
relationships for new product development, scale resource 
integration specifically refers to pooling technological 
resources for joint R&D, and link resource integration 
refers to one party performing R&D for the other party 

At the same time, the choice of equity sharing or non- 
equity sharing has been examined as a key decision for ını- 
tiating interfirm relationships that involve knowledge-based 
resources (Gulati and Singh 1998, Pisano 1989, Sampson 
2004a) Equity sharing refers to forming an interfirm rela- 
tionship agreement that involves ownership sharing, such as 
acquisition of minority shareholdings or the development of 
an equity-based joint venture, whereas nonequity sharing 
refers to forming an interfirm relationship agreement that 
does not involve ownership sharing (Colombo 2003, Gulati 
and Singh 1998) Therefore, I examine the form of resource 
integration and the form of equity sharing as two key contract 
terms for knowledge-creating and knowledge-appropriating 
relationships 


Form of Resource Integration 


Scale resource integration involves extensive interactions 
and shared decision making (Killing 1988, Thompson 
1967), which are essential for transferring complex knowl- 
edge (Hansen 1999) Moreover, by pooling resources 
among partners, scale resource integration generates 


TABLE 1 
Knowledge-Creating and Knowledge-Appropriating Relationship Portfolios 


Knowledge-Creating 
Relationship Portfolio 


‘Pursues the creation of new 
technological knowledge 
‘Involves more complex 


Objective 


Task characteristics 


(tacit and interdependent) knowledge 
‘Involves greater technological uncertainty 


Determinants of 
Outcomes 


*Balancing the effective transfer 
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of complex knowledge with search flexibility 
in response to technological uncertainty 


Knowledge-Appropriating 
Relationship Portfolio 


*Pursues the application of 

new or current technological knowledge 
*involves less complex 

(explicit and observable) knowledge 
‘Involves less technological uncertainty 
*Avoiding costs associated with 

setting up and enforcing 

the contract terms themselves 


economies of scale and synergy in creating complex knowl- 
edge (Dussauge, Garrette, and Mitchell 2000) Therefore, a 
firm that uses scale resource integration for more relation- 
ships in its relationship portfolio will have greater advan- 
tages in creating and transferring complex knowledge 
However, scale resource integration entails more extensive 
organizational interdependence to coordinate the frequent 
interactions and shared decision making among partners 
(Carlile and Rebentisch 2003, Gerwin 2004, Killing 1988, 
Von Hippel 1994) Therefore, a firm’s use of scale resource 
integration for more relationships 1n its relationship portfo- 
lio might constrain its flexibility ın searching for alternative 
partners or new technological opportunities In contrast, the 
use of link resource integration for more relationships will 
provide more search flexibility by reducing the managerial 
resources committed to the relationship portfolio, even 
though ıt might deal poorly with complex knowledge 


Form of Equity Sharing 


Equity sharing creates a safeguard to protect relationship- 
specific investments by reducing the opportunistic behavior 
of partners, and 1t provides incentives for sharing knowledge- 
based resources among partners (Oxley 1997, Pisano 1989) 
Moreover, shared ownership through equity sharing can 
provide a command structure for effective communication 
and dispute resolution (Gulati and Singh 1998, Sampson 
2004b) Therefore, a firm that uses equity sharing for more 
relationships 1n its relationship portfolio can better coordi- 
nate 1ts collaborative activities. However, the use of equity 
sharing comes at a significant cost associated with the 
investment required to set up a shared ownership structure 
and the risk of bureaucracy (Sampson 2004a) Moreover, 
because shared ownership through equity sharing increases 
the cost to terminate the relationship, ıt reflects a commit- 
ment to a more long-term relationship (Colombo 2003) 
Therefore, the use of equity sharing for more relationships ın 
a firm's relationship portfolio tends to restnct the firm's 
flexibility in searching for alternative partners or new tech- 
nological opportunities (Balakrishnan and Wernerfelt 1986) 
In contrast, the use of nonequity sharing for more relation- 
ships will provide more search flexibility, even though it can 
constrain the creation and transfer of complex knowledge 

Therefore, previous findings have shown a fundamental 
trade-off between coordination and search flexibility that 
results from each contract term 1n managing the relation- 
ship portfolio Given the difficulty of achieving these two 
conflicting needs simultaneously through each contract 
term, as reviewed previously, this study 1nvestigates the align- 
ment of these two contract terms to address unique concerns 
associated with the knowledge-creating and knowledge- 
appropriatng relationship portfolios 


Hypotheses 


As Figure 1 illustrates, the forms of resource integration and 
equity sharing can be aligned ın four different ways for ındı- 
vidual relationships scale resource integration combined with 
equity sharing (SCALE/EQUITY), scale resource integration 
combmed with nonequity sharing (SCALE/NONEQUITY), 
link resource integration combined with equity sharing 


FIGURE 1 
Alignments of Resource Integration and 
Equity Sharing 





Form of Equity Sharing 


Equity Sharing Nonequity Sharing 


SCALE/EQUITY | SCALE/NONEQUITY 
Scale (2396) (38%) 


LINK/NONEQUITY 
Link (10%) (29%) 


LINK/EQUITY 





Form of Resource Integration 


Notes For the sample in this study, the percentage of relationship 
agreements using the corresponding contract term align- 
ment ıs shown in parentheses 


(LINK/EQUITY), and link resource integration combined 
with nonequity sharing (LINK/NONEQUITY) 1 examine 
how the proportion of relationships using these different 
alignments in a firm's relationship portfolio affects the 
number of new products the firm develops Through a rela- 
tionship portfolio, a firm accumulates technological knowl- 
edge that can improve its overall new product development 
capabihty, therefore, a more effective relationship portfolio 
will lead to a greater number of new products (Rothaermel 
2001, Wuyts, Dutta, and Stremersch 2004) 


Alignment of Contract Terms for the Knowledge- 
Creating Relationship Portfolio 


The knowledge-creating relationship portfolio entails two 
conflicting needs, namely, coordinating the transfer of com- 
plex knowledge and maintaining search flexibility in 
response to technological uncertainty I focus on two types 
of alignments of contract terms to meet these two conflict- 
ing needs (1) the proportion of each contract term align- 
ment and (2) the diversity of contract term alignments 


Proportion of each contract term alignment In the 
SCALE/EQUITY combination, the incentive alignment and 
command structure gained from equity sharing facilitate 
efficient resource pooling in scale resource integration 
(Gulati and Singh 1998) Therefore, using SCALE/EQUITY 
for more relationships 1n a firm's relationship portfolio will 
increase the firm's overall level of coordination for effec- 
tive knowledge creation and transfer with its partners How- 
ever, the firm's commitment to the current relationship port- 
folio through resource pooling and ownership sharing will 
constrain its flexibility ın searching for alternative partners 
or new technologies (Fang 2008, Park and Russo 1996) In 
contrast, LINK/NONEQUITY involves neither resource 
pooling nor ownership sharing Therefore, using LINK/ 
NONEQUITY for more relationships will decrease the 
firm’s overall level of commitment to its current relation- 
ship portfolio, which will provide the firm with more search 
flexibility but will provide little benefit 1n coordinating the 
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transfer of complex knowledge Therefore, using SCALE/ 
EQUITY or LINK/NONEQUITY for more relationships in 
a firm’s relationship portfolio will provide only coordina- 
tion or search flexibility, but not both 

In this study, I propose that the greater the proportions 
of the other two alignments (1e , SCALE/NONEQUITY 
and LINK/EQUITY) 1n a firm's knowledge-creating rela- 
tionship portfolio, the better the firm will be at balancing 
coordination and search flexibility Such a compromise will 
facilitate the development of new products and lead to more 
new products In the SCALE/NONEQUITY combination, 
the limitation of nonequity sharing 1n coordinating the cre- 
ation and transfer of complex knowledge will be com- 
plemented by scale resource 1ntegration, 1n which partners 
pool their resources for joint problem solving (Fang 2008, 
Park and Russo 1996) At the same time, the limitation of 
scale resource integration in maintaining search flexibility 
will be mitigated by nonequity sharing (Gulati and Singh 
1998, Oxley 1997) Similarly, 1n the LINK/EQUITY com- 
bination, the limitation of link resource integration 1n coor- 
dinating the transfer of complex knowledge will be comple- 
mented by equity sharing, which provides an incentive 
alignment and command structure for close coordination 
among partners (Pisano 1989) The lımıtatıon of equity shar- 
ing 1n maintaining search flexibility will be relieved by link 
resource integration, which provides more search flexibility 
(Park and Russo 1996) 

As such, even though SCALE/NONEQUITY and LINK/ 
EQUITY are inferior to SCALE/EQUITY and LINK/ 
NONEQUITY ın dealing with either the need for coordina- 
tion or the need for search flexibility, they will provide a 
better compromise between these two conflicting needs 
Such a compromise in a firm's knowledge-creating relation- 
ship portfolio will be particularly pertinent to the develop- 
ment of radical new products, rather than 1ncremental new 
products, because the knowledge-creating relationship port- 
folio focuses on developing new knowledge that can lead to 
more fundamental breakthroughs Furthermore, such a 
compromise will enable a firm to explore substantially dif- 
ferent technologies while facilitating the effective transfer 
and integration of those technologies to generate substantial 
customer benefits, both of which are essential components 
of radical 1nnovations (Chandy and Tellis 1998) Therefore, 
I suggest that a firm will gain a greater number of radical 
new products the more 1t adopts SCALE/NONEQUITY or 
LINK/EQUITY for its knowledge-creating relationship port- 
folio Formally, 


H, The greater the proportion of relationships using (a) 
SCALE/NONEQUITY and (b) LINK/EQUITY ın a firm's 
knowledge-creating relationship portfolio, the greater is 
the number of subsequent radical new products of the firm 


Diversity of contract term alignments By focusing 
some collaborative relationships on meeting the need to 
coordinate the creation and transfer of complex knowledge, 
other relationships on meeting the need for search flexibil- 
ity, and the remaining relationships on achieving a compro- 
mise between these two needs, firms are expected to meet 
their conflicting needs for the knowledge-creating relation- 
ship portfolio Indeed, the interorganizational relationship 
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literature suggests that a mixture of relationships with dif- 
ferent characteristics, such as arm’s-length and embedded 
ties, 1s the ideal structure for the relationship portfolio (Uzzı 
1997) Such a portfolio composed of diverse relationships 
works as an exchange system that offers unique opportunı- 
ties that are not obtainable otherwise (Granovetter 1985) 

The same logic suggests that a mixture of relationships using 
different contract term alignments will produce a unique 
value for a firm's knowledge-creating relationship portfolio 

At the one extreme, SCALE/EQUITY provides the greatest 
level of coordination with the lowest level of search flexibil- 
ity, whereas at the other extreme, LINK/NONEQUITY pro- 
vides the greatest level of search flexibility with the lowest 
level of coordination, as discussed previously Finally, the 
other two alignments (1e, SCALE/NONEQUITY and 
LINK/EQUITY) provide unique benefits and costs between 
the two extreme cases Therefore, one strategy for achieving 
a compromuse between the need for coordination and the 
need for search flexibility 1s to have a mixture of knowledge- 
creating relationships that uses these different alignments 

This facilitates the development of a greater number of 
radical new products, given the relevance of knowledge- 
creating relationships to radical new product development 

Thus 


H, The greater the diversity of contract term alignments used 
for a firm's knowledge-creating relationship portfolio, the 
greater 1s the number of subsequent radical new products 
of the firm 


Alignment of Contract Terms for the Knowledge- 
Appropriating Relationship Portfolio 


The nature of the relatively explicit tasks with a low level of 
uncertainty in knowledge-appropriating relationships, com- 
pared with knowledge-creating relationships, suggests that 
the knowledge-appropriating relationship portfolio will 
benefit httle from contract term alignments that balance 
coordination and search flexibility I propose instead that 
the outcomes of the knowledge-appropriating relationship 
portfolio will mainly be driven by the cost of establishing 
and maintaining the contract terms (Sampson 2004a) Scale 
resource integration, despite its benefits ın terms of knowl- 
edge creation and transfer, comes at a significant cost in 
terms of its increased organizational complexity, such as the 
decomposing and coordinating tasks for resource pooling 
among partners (Gulati and Singh 1998, Thompson 1967) 
For tasks that involve relatively explicit and observable 
knowledge, the benefits of scale resource integration can 
therefore be outweighed by the potential costs, which 
causes inefficiency in the use of scarce managerial 
resources Similarly, equity sharing 1s not necessary for 
relatively predictable tasks ın knowledge-appropriating 
relationships, and the use of equity sharing can be domi- 
nated by its costs, such as the 1nitial setup cost or the risks 
of bureaucracy (Colombo 2003, Sampson 2004a) There- 
fore, using LINK/NONEQUITY for more relationships 
makes the knowledge-appropniating relationship portfolio 
more efficient than using the other alignments This align- 
ment ıs particularly pertinent to the development of incre- 
mental new products rather than radical new products 


because the knowledge-appropriating relationship portfolio 
focuses on improving existing product-market domains by 
building on existing complementary technologies or prod- 
ucts among partners (Benner and Tushman 2002, He and 
Wong 2004, Rothaermel 2001) Therefore, contract terms 
for the knowledge-appropriating relationship portfolio 
affect the efficiency of incremental new product development 
Thus, adopting LINK/NONEQUITY for more knowledge- 
appropriating relationships leads to a greater number of 
incremental new products (1e , those that refine existing 
technologies or products or that provide a marginal increase 
in customer benefits) (Chandy and Tellis 1998, Ettlie, 
Bridges, and O’Keefe 1984) 


H4 The greater the proportion of relationships using 
LINK/NONEQUITY 1n a firm's knowledge-appropriating 
relationship portfolio, the greater 1s the number of subse- 
quent incremental new products of the firm 


Moderating Effect of Firm Size 


Although contract terms are critical to managing interfirm 
collaborative relationships, the need for contract terms vary 
among firms depending on their ability to manage relation- 
ships without relying on such contract terms (Alvarez and 
Barney 2001) In particular, previous studies suggest that 
firm size (1 € , the amount of internal resources) plays a sig- 
nificant role 1n gaining value from collaborative interfirm 
relationships (Kalaignanam, Shankar, and Varadarajan 2007, 
Lin, Haibin, and Demirkan 2007, Park, Chen, and Gallagher 
2002) Firms with more internal resources can take advan- 
tage of at least two types of benefits in managing their rela- 
tionship portfolio First, firm size reflects the extent of a 
firm’s overall resource constraints (Hannan, Carroll, and 
Pélos 2003) Internal resources enable firms to be engaged 
in extensive searches while committing to current relation- 
ship partners (Park, Chen, and Gallagher 2002) For exam- 
ple, Lin, Haibin, and Demirkan (2007) show that larger 
firms benefit more from being engaged ın both finding new 
partners and maintaining their current partners, whereas 
smaller firms benefit more from focusing on one or the other 
because of their lack of internal resources to manage both of 
them Therefore, internal resources become a buffer used to 
maintain flexibility in searching for alternative partners or 
new technological opportunities Therefore, the search flexi- 
bility of larger firms with more internal resources 1s less 
affected by the use of specific contract terms 

Second, firms with more internal resources are more 
effective at absorbing their partners’ technological knowl- 
edge because the internal resources provide the capacity to 
gain and assimilate knowledge from their partners (Cohen 
and Levinthal 1990) Furthermore, according to their resources 
and established positions in the marketplace, larger firms 
tend to have a greater ability to influence the process of 
implementing relationship agreements to secure their own 
interests (Ahuja 2000b, Park, Chen, and Gallagher 2002, 
Stuart 1998) In contrast, smaller firms have a greater diffi- 
culty in absorbing their partners’ technological knowledge 
and securing their own interests Therefore, unlike large 
firms, small firms rely more on specific contract terms to 
ensure that knowledge 1s transferred effectively from their 
partners (Alvarez and Barney 2001) 


These two benefits associated with the amount of inter- 
nal resources suggest that the need for the appropriate con- 
tract terms 1s greater for small firms than for large firms At 
the same time, small firms suffer more from having ınap- 
propriate contract terms than large firms Therefore, the 
contract term alignments hypothesized previously for the 
knowledge-creating and knowledge-appropriating relation- 
ship portfolios are less critical for large firms than for small 
firms 


H, The greater the size of a firm, the lower 1s the positive 
effect of (1) the proportion of relationships using 
SCALE/NONEQUITY, (2) the proportion of relationships 
using LINK/EQUITY, and (3) the diversity of contract 
term alignments 1n a firm's knowledge-creating relation- 
ship portfolio on the number of subsequent radical new 
products of the firm 


H; The greater the size of a firm, the lower ıs the positive 
effect of the proportion of relationships using LINK/ 
NONEQUITY ın a firm's knowledge-appropriating rela- 
tionship portfolio on the number of subsequent 1ncremen- 
tal new products of the firm 


Research Methods 


Research Context 


I test the proposed hypotheses with data collected from the 
pharmaceutical industry I selected this context for two rea- 
sons First, the pharmaceutical industry 1s technology inten- 
sive, and collaborative interfirm relationships are widely 
used for new product development (Wuyts, Dutta, and 
Stremersch 2004) In particular, pharmaceutical firms have 
been collaborating extensively with biotechnology firms 
since the biotechnology revolution of the mid-1970s 
(Rothaermel and Thursby 2007) Second, the pharmaceuti- 
cal industry provides rich documentation on interfirm col- 
laboration activities (Stremersch and Dyck 2009) In partic- 
ular, the clearly distinguished objectives of collaborative 
relationships, such as discovery and research, preclinical 
trials, clinical trials (Phase 1, 2, and 3), and US Food and 
Drug Administration (FDA) approval, enable examination 
of knowledge-creating and knowledge-appropriating rela- 
tionship portfolios (Filson and Morales 2006, Rothaermel 
and Deeds 2004) 


Data Collection 


I also use various secondary sources, such as Deloitte 
Recap, the FDA, and COMPUSTAT Pharmaceutical firms 
(Standard Industrial Classification Code 2834) that were 
incorporated before 1991 were 1dentified from COMPUS- 
TAT Relationship data for these firms are collected from 
Deloitte Recap, a commercial database of collaborative 
activities dedicated to the biotechnology and pharmaceuti- 
cal industries This database provides detailed 1nformation 
relevant to this study, such as the objectives that the collab- 
orative relationships were initiated to fulfill, the functional 
activities to be performed under the collaborative agree- 
ments, the way partners integrated their resources, and 
whether they shared equity as a part of the collaborative 
agreements For the number of new products, a list of new 
drugs approved by the FDA was collected from the FDA 


The Alignment of Contract Terms / 115 


database The FDA specifies the review classification (ie , 
therapeutic potential) of each new drug application and the 
. chemical type, which were used to distinguish between rad- 
ıcal and incremental new drugs (FDA 2008, Wuyts, Dutta, 
and Stremersch 2004) Demographic and financial data on 
the focal firms were collected from COMPUSTAT On the 
basis of the aforementioned criteria, 78 firms were selected 
as focal firms for this study 

To examine interfirm relationships for new product 
development, I focused the analysis on interfirm relation- 
ship agreements that 1ncluded R&D as a part of the agree- 
ments In this study, I used relationship formation data from 
1990 to 2006 and new product data up to 2007 Because it 
typically takes more than 10 years to complete preclinical 
and clinical tests and receive FDA approval 1n the pharma- 
ceutical industry (DıMası, Hansen, and Grabowski 2003, 
Pharmaceutical Research and Manufacturers of America 
2010), this study used a 12-year window to create relation- 
ship portfolios, which would allow enough time for the 
interfirm relationships to result 1n new product outcomes 
(For a robustness check, I also test with 10- and 14-year 
windows, details are presented in the Appendix ) Specifi- 
cally, I use a 12-year window, from year t —11 to year t, to 
create a relationship portfolio and measure the correspon- 
ding outcomes (1e , the numbers of radical and incremental 
new products) at year t + 1 For example, 1 used a relation- 
ship portfolio composed of relationships initiated from 
1990 through 2001 to explain the number of new products 
approved in 2002 Therefore, I was able to test the yearly 
number of new products from 2002 to 2007, which resulted 
in a maximum of six observations for each focal firm After 
eliminating observations with missing values, I obtained 
412 observations for this study 

Consistent with previous studies (Hoang and Rothaermel 
2005, McNamara and Baden-Fuller 2007, Rothaermel and 
Deeds 2004), this study classified relationship agreements as 
either knowledge-creating or knowledge-appropriating rela- 
tionships on the basis of the objectives the interfirm rela- 
tionships were initiated to fulfill These objectives were 
identified according to the new drug development stages in 
which the relationships were initiated Particularly in the 
pharmaceutical industry, relationships initiated in the dis- 
covery, research, or preclinical trial stage typically focus on 
creating new technological knowledge or a new capability, 
whereas relationships initiated 1n the clinical trial or FDA 
approval stage focus on developing applications or 1mproving 
the efficiency or safety of new or existing drugs (McNamara 
and Baden-Fuller 2007, Rothaermel and Deeds 2004) 
Therefore, collaborative agreements initiated in the discov- 
ery, research, or preclinical trial stage were defined as 
knowledge-creating relationships, whereas collaborative 
agreements initiated ın the clinical trial or FDA approval 
stage were defined as knowledge-appropnatıng relation- 
ships (Rothaermel and Deeds 2004) 

Individual relationship agreements might differ 1n terms 
of the focal firm's commitment or investment level Deloitte 
Recap provides deal-size 1nformation for each relationship 
agreement The deal size typically encompasses up-front pay- 
ments, milestone payments, research spending, equity pur- 
chases, and options Therefore, the deal size of a relationship 
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agreement reflects the focal firm's level of investment ın 
the relationship One would expect that relationship agree- 
ments with a greater deal size would have a greater effect 
on outcomes Therefore, I weighted each relationship estab- 
lished 1n a specific year according to its relative deal size 
compared with the average deal size of the relationships 
established 1n that year For relationship agreements estab- 
lished in a specific year with a missing value for deal size, I 
used the average deal size of the relationships established 1n 
that year I then measured relationship variables (which I 
describe subsequently) by applying the relative deal size 
For a robustness check, I also measured relationship varı- 
ables without applying the relative deal size and found con- 
sistent results 


Main Variables 


Alignment of contract terms for knowledge-creating 
(knowledge-appropriating) relationships For the form of 
resource integration, interfirm relationships 1n which partners 
pooled their resources for R&D (e g , joint R&D) were con- 
sidered to be using scale resource integration Otherwise, 
interfirm relationships in which only one partner performed 
R&D (e g , R&D outsourced by one party to the other party) 
were considered to be using link resource integration (Kalaig- 
nanam, Shankar, and Varadarajan 2007) For the form of 
equity sharing, interfirm relationships that included equity 
investment as a part of the relationship agreement, were con- 
sidered to be using equity sharing, otherwise, interfirm rela- 
tionships were considered to be using nonequity sharing, that 
1s, a purely contractual agreement that does not rely on owner- 
ship sharing (Gulati and Singh 1998) On the basis of these 
two types of contract terms (1e , form of resource integration 
and form of equity sharing), the alignment of contract terms 
for each relationship agreement was classified 1nto one of four 
alignments (1) SCALE/EQUITY, (2) SCALE/NONEQUITY, 
(3) LINK/EQUITY, or (4) LINK/NONEQUITY I then meas- 
ured the proportion of each contract term alignment in firm 
ys knowledge-creating (knowledge-appropriating) relation- 
ship portfolio 1n year t from knowledge-creating (knowledge- 
appropriating) relationships that were initiated ın the past 12 
years, between year t — 11 andt 


Diversity of contract term alignments I measured the 
diversity of contract term alignments in the knowledge- 
creating (knowledge-appropriating) relationship portfolio of 
firm 1 1n year t using Equation 1 (Powell, Koput, and Smith- 
Doerr 1996, Wuyts, Dutta, and Stremersch 2004) 


2 
(1) D OP , 
yel 2, Ba, 


where n, 1S the number of times firm 1 uses contract term 
alignment J (1e , SCALE/EQUITY, SCALE/NONEQUITY, 
LINK/EQUITY, and LINK/NONEQUITY) m its knowledge- 
creating (knowledge-appropriating) relationship portfolio The 
portfolio was composed of knowledge-creating (knowledge- 
appropriating) relationships that were initiated in the past 
12 years between year t — 11 and t The diversity of contract 
term alignments becomes O when a firm uses only one type 
of contract term alignment, and 1t becomes close to 1 as a 


firm uses more diverse contract term alignments for its rela- 
tionship portfolio 


Firm size Consistent with previous studies (Kalaig- 
nanam, Shankar, and Varadarajan 2007, Lin, Haibin, and 
Demurkan 2007), I measured firm sıze by the total assets 
(log-transformed), which indicate the amount of internal 
resources 


Number of radical and incremental new products Con- 
sistent with previous studies (Wuyts, Dutta, and Stremersch 
2004), this study measured the outcomes of the relationship 
portfolio according to the number of radical and incremen- 
tal new drugs approved by the FDA each year When the 
FDA approves new drugs, it provides two types of ınforma- 
tion chemical type and review classification Of the eight 
different chemical type categories, only chemical type 1 
represents active ingredients that have never been mar- 
keted, whereas the other chemical types represent existing 
active 1ngredients that have been marketed in the past (FDA 
2008) The FDA also classifies new drugs into one of two 
categories 1n terms of their therapeutic potential priority or 
standard review drugs (FDA 2008) A priority review drug 
refers to “a drug that appears to represent an advance over 
an available therapy,’ whereas a standard review drug 
refers to “a new drug that appears to have therapeutic qual- 
ities similar to those of an already marketed drug" (FDA 
2008) Therefore, new drugs labeled chemical type 1 and 
priority review drugs are defined as radical new drugs, 
which are drugs that incorporate a new technology and have 
great potential for customer need fulfillment (Chandy and 
Tellis 1998) New drugs that did not satisfy one or both of 
these conditions were defined as incremental new drugs 
(Wuyts, Dutta, and Stremersch 2004) The number of radı- 
cal (incremental) new products of firm 1 1n year t + 1 was 
then measured by the total number of radical (incremental) 
new drugs of firm 1 approved by the FDA in year t + 1 


Control Variables 


Relationship portfolio size I controlled for the effect of 
firms’ relationship portfolio size by measuring the relation- 
ship portfolio size of firm 1 1n year t according to the total 
number of relationships that firm 1 initiated ın the past 12 
years between year t — 11 and year t 


Ratio of knowledge-creating to knowledge-appropriating 
relationships In addition to the size of the relationship port- 
folio, the relative focus of relationships on knowledge cre- 
ation versus knowledge appropriation might affect the num- 
ber of new products that the firm develops (Rothaermel 
2001) Accordingly, I include the ratio of knowledge-creating 
relationships to knowledge-appropriating relationships in 
firm 1’s relationships that were initiated 1n the past 12 years 
between year t — İl andt 


Radical and incremental new product experience By 
accumulating expertise and infrastructure, firms will benefit 
from continuing the same type of new product development 
in the future (Greve 1999, Hannan and Freeman 1984) At 
the same time, the characteristics of a firm's past new prod- 
uct development reflect its strategic orientation, which 
might affect future new product development behavior 


(Gatignon and Xuereb 1997, Slater, Olson, and Hult 2006) 
In other words, firms that have consistently introduced rad- 


ical (ancremental) new products in the past are likely to , 


have a strategic orientation toward and a routine for radical 
(incremental) new product development Therefore, I con- 
trolled for radical and incremental new product experience, 
as measured for each firm according to the number of radi- 
cal and incremental new drugs approved by the FDA during 
the 3-year period before the 12-year window 


R&D intensity The investment of resources in R&D 
activities 1s an important source of new product development 
I include R&D intensity to control for the effect of internal 
R&D investments on the number of new products developed 
(Lavie and Miller 2008, Lee, Lee, and Pennings 2001) The 
R&D intensity of firm 1 ın year t was measured by the expen- 
dıture on R&D divided by the total assets of firm 11n year t 


US firms In this study, the outcomes of a relationship 
portfolio were measured according to new drugs approved 
by the FDA Non-U S firms might operate under different 
conditions, compared with US firms, when applying for 
and obtaining FDA approval for their new drugs Therefore, 
I controlled for whether a firm was a US- or non-US - 
headquartered firm 


Empirical Model 


The dependent variables, the numbers of radical and ıncre- 
mental new products, are count variables that take only non- 
negative integer values Therefore, I used a panel Poisson 
approach (Hausman, Hall, and Griliches 1984) and the 
Hausman (1978) test to determine whether unobserved 
effects should be modeled as fixed or random effects There 
was no significant difference (p = 42 ~ 96), which ındı- 
cates that the random-effects model provides more efficient 
estimations than the fixed-effects model In the random- 
effects Poisson model, the firm-specific effect, &,, which 
reflects firm-specific heterogeneity, 1s added to the model 
specification 


(2) E(new products, /X — 1) = exp[ X — i(B + |] 


In this model, overdispersion is directly captured in the 
model by assuming that jJ, is drawn from the gamma dıstrı- 
bution In the gamma distribution, the variance-to-mean ratio 
is no longer unity but (1 + QÀ, in which O is the reciprocal 
of the standard deviation of the heterogeneity distribution so 
that the ratio increases with À (Hausman, Hall, and Griliches 
1984) The random-effects Poisson models estimate a from 
the data and capture any overdispersion (Ahuja 2000a) At 
the same time, the random-effects model implies an equicor- 
related covariance matrix and therefore takes a constant serial 
correlation of errors (1e , p, = p for all t # s) into the model 
(Hausman, Hall, and Griliches 1984) Therefore, I estimated 
random-effects Poisson models to test the proposed hypothe- 
ses by using the "xtpoisson" procedure in Stata 11 

However, serial correlations, 1f they exist, might follow 
different structures Therefore, I also tested a population- 
averaged Poisson model using the generalized estimating 
equation approach, which specifies how the average of a 
dependent variable of a subject changes with the independ- 
ent variables while allowing for a more flexible serial 
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correlation (Cui 2007, Zeger and Liang 1986) Specifically, 
I used the “xtgee” procedure ın Stata 11 with the option that 
allows a first-order serial correlation of errors 

Finally, to show the validity of this study, 1t 1s necessary 
to exclude the possibility of a reverse causal relationship, 1n 
which the choice of contract terms 1s driven by the types of 
intended new products (1e, radical vs incremental new 
products) Therefore, I examined the possibility of a reverse 
causal relationship as part of the robustness tests Detailed 
specifications for and results of the robustness tests appear 
in the Appendix 


Results 


Effect of the Alignment of Contract Terms on the 
Number of New Products 


Table 2 presents descriptive statistics for the variables and 
their correlations Tables 3 and 4 present the effects of align- 
ments of contract terms on the numbers of radical and ıncre- 
mental new products, respectively 


Knowledge-creating relationship portfolio Model 2 1n 
Table 3 indicates that the proportion of relationships using 
SCALE/NONEQUITY 1n a firm's knowledge-creating rela- 
tionship portfolio has a positive effect on the number of 
radical new products of the firm (B = 13 89, p « 05), which 
supports H,, However, the proportion of relationships that 
use LINK/EQUITY 1n a firm's knowledge-creating rela- 
tionship portfolio has no significant effect on the number of 
radical new products of the firm (B = — 51, not significant 
[n s D, which fails to support Hı, Model 2 also shows that 
the diversity of contract term alignments ın the knowledge- 
creating relationship portfolio has a positive effect on the 
number of radical new products (B = 13 12, p < 05), which 
supports Hə 

In terms of the moderating effect of firm size, Model 2 
shows that the positive effects of SCALE/NONEQUITY 
and contract term alignment diversity on the number of rad- 
ical new products are negatively moderated by firm size 
(B2 —275, p « 10, and B = —3 13, p « 05, respectively), 
which supports H4, and H4, These results indicate that the 
alignment of contract terms tends to be more cnitical for 
small firms than for large firms For LINK/EQUITY, how- 
ever, firm size has no significant moderating effect (B = 
—21,ns) Model 3 also tests the proposed hypotheses by 
using the population-averaged Poisson model to control for 
the serial correlations of errors that might exist 1n the data 
for this study The results are consistent with those from the 
random-effects Poisson model 

Although not presented 1n the hypotheses, Model 5 1n 
Table 4 shows that the diversity of contract term alignments 
in the knowledge-creating relationship portfolio, which has 
a positive effect on the number of radical new products as 
shown 1n Model 2, has a negative effect on the number of 
incremental new products (B — — 95, p < 05) Therefore, the 
diversity of contract term alignments for a firm's knowledge- 
creating relationship portfolio seems to have the opposite 
effects on radical and 1ncremental new products of the firm 
I discuss the implications of this finding 1n the "Discussion" 
section 
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Knowledge-appropriating relationship portfolio Model 
5 in Table 4 shows that the proportion of relationships using 
LINK/NONEQUITY 1n a firm's knowledge-appropriating 
relationship portfolio has a positive effect on the number of 
incremental new products (B = 93, p « 01), which supports 
H, Furthermore, this positive effect is negatively moderated 
by firm size (B 2 — 29, p « 05), which supports H5 Model 8 
tests the proposed hypotheses by using the population- 
averaged Poisson model and shows consistent results 

Although not presented in the hypotheses, Model 5 
shows that the diversity of contract term alignments 1n a 
firm's knowledge-appropriating relationship portfolio has a 
marginally positive effect on the number of incremental 
new products (B 2 90, p « 10) A possible explanation 1s 
that even though knowledge-appropriating relationships 
involve less complexity and uncertainty compared with 
knowledge-creating relationships, the use of diverse con- 
tract term alignments might still work as an exchange sys- 
tem that creates value for the knowledge-appropriating rela- 
tionship portfolio (Uzzı 1997) In addition, Model 2 shows 
that contract term alignments for the knowledge-appropnating 
relationship portfolio have no significant effect on the 
number of radical new products (for the proportion of 
LINK/NONEQUITY, D = —44, ns, for the diversity of 
contract term alignments, B 2 —56, ns), which confirms 
that contract term alignments for the knowledge-appropnating 
relationship portfolio are more relevant to the development 
of 1ncremental new products than radical new products, as 
expected 


Control Variables 


Models 2 and 5 show that firm size, as measured according 
to total assets, has a positive effect on both radical and 
incremental new products (B = 1 29, p « 05, and B = 46, 
p « Ol,respectively), which indicates that firms with more 
resources tend to introduce more new products The results 
reflect the characteristics of the pharmaceutical 1ndustry, 1n 
which new product developments require significant 
resource investments for a long period of time and there 1s a 
high risk of failure (McNamara and Baden-Fuller 2007, 
Stremersch and Dyck 2009) As Models 2 and 5 indicate, 
R&D intensity has a positive effect on the number of radi- 
cal new products (B = 2 82, p « 01) but does not have a sig- 
nificant effect on the number of incremental new products 
(B 2 — 24, n s ), which suggests that intensive R&D invest- 
ments will benefit the development of radical new products 
more than incremental new products 

Regarding a firm's new product experience, Models 2 
and 5 1ndicate that a firm's past experience with radical new 
products has a positive effect on the number of radical new 
products (B = 38, p < 05), whereas ıt has no significant 
effect on the number of incremental new products (B = 
—07,ns) In contrast, a firm's past experience with incre- 
mental new products has a positive effect on the number of 
incremental new products (B = 05, p < 05), whereas it has 
no significant effect on the number of radical new products 
(B = —07, ns) These results indicate the existence of 
expertise that firms accumulate through past new product 
development experience or the existence of a strategic ori- 
entation toward radical or 1ncremental new products 
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product experience 
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creating to knowledge- 
approprıatıng relationships 
15 Proportion of SCALE/ 
NONEQUITY in the 
knowledge-creating 
relationship portfolio 
16 Proportion of LINK/EQUITY 
in the knowledge creating- 
relationship portfolio 
17 Duversity of contract 
term alignments in the 
knowledge-creating 
relationship portfolio 
18 Proportion of LINK/ 
NONEQUITY in the 
knowledge-appropriating 
relationship portfolio 
19 Diversity of contract 
term alignments in the 
knowledge-appropriating 
relationship portfolio 
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TABLE 3 


Effect of the Alignment of Contract Terms on the Number of Radical New Products 


Model 1 Model 2 Model 3 
(Random-Effects (Random-Effects (Population-Averaged 
Variables Hypothesis Model) Model) Model) 
Control Variables 
Constant —12 77*** (3 83) —26 97*** (11 12) —28 03*** (10 79) 
2003 72 ( 84) 64 ( 85) 62 ( 87) 
2004 81 ( 84) 70 ( 84) 65 ( 82) 
2005 32 ( 84) 20 ( 86) 12 ( 84) 
2006 —44 ( 94) — 55 ( 96) — 62 ( 94) 
2007 — 10 ( 88) — 30 ( 90) — 30 ( 88) 
Firm size 51*** (19) 129" (58) 146"* (59) 
R&D intensity 193" (80) 2 82*** (118) 302** (120) 
US firms 41 (59) 08 (63) 04 (57) 
Radical new product experience 34** (19) 38” (20) 39” (19) 
Incremental new product experience — 05 ( 08) — 07 ( 09) — 07 ( 09) 
Relationship portfolio size 00 ( 01) 00 ( 01) 00 ( 01) 
Ratio of knowledge-creating to 
knowledge-appropriating 
relationships — 01 ( 02) — 02 ( 03) — 02 ( 03) 
Alignment of Contract Terms for the Knowledge-Creating Relationship Portfolio 
Proportion of SCALE/NONEQUITY H4a 577“ (2 79) 13 89** (697) 14 23** (6 66) 
Proportion of LINK/EQUITY Hip —155 (334) — 51 (4 07) —1 01 (4 00) 
Diversity of contract term alignments Ho 478* (3 46) 13 12** (7 10) 1306" (683) 
Proportion of SCALE/NONEQUITY x 
firm size Haa —275* (1 72) —2 89** (1 67) 
Proportion of LINK/EQUITY x firm size Hap — 21 (1 64) 15 (154) 
Diversity of contract term alignments x 
firm size Hac —313** (1 78) —3 49** (180) 
Alignment of Contract Terms for the Knowledge-Appropriating Relationship Portfolio 
Proportion of LINK/NONEQUITY — 95 ( 98) — 44 (1 03) — 33 ( 93) 
Diversity of contract term alignments —86 (134) — 56 (1 40) —i 13 (131) 
Proportion of LINK/NONEQUITY x 
firm size — 30 ( 42) — 28 ( 39) 
Log-Likelihood Wald X? 
-72 21 —70 27 35 07 
Observations 412 412 404a 
*p< 10 
**p« 05 
***p « 01 


aFırms with fewer than two observations were omitted from estimation to account for AR(1) errors 


Finally, the results in Models 2 and 5 show that the size 
of the relationship portfolio has no significant effect on the 
number of radical new products (B = 00, ns) or on the 
number of incremental new products (B = 00, ns) The 
ratio of knowledge-creating relationships to knowledge- 
appropriating relationships has no significant effect on the 
number of radical new products (B = — 02, n s ), whereas ıt 
has a marginally positive effect on the number of incremen- 
tal new products (D = 01,p < 10) 


Discussion 


Previous marketing studies have recognized two different 
types of collaborative interfirm relationships in developing 
new products (1) collaborations for knowledge creation, 
such as “basic research that lays the foundations for addi- 
tional R&D” or “long-term explorations 1n science and/or 
technology to build or maintain basic capabilities,” and (2) 
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collaborations for knowledge appropriation, such as "applied 
projects armed at specific tasks" or "routine engineering" 
(Jap 2001, p 98) Although the importance of contract 
terms for effective collaboration has been emphasized 
(Ghosh and John 1999, 2005), the appropriate contract 
terms for these different types of collaborative relationships 
have not yet been articulated This study 1s among the first 
to examine how the alignment of contract terms 1n a firm's 
knowledge-creating and knowledge-appropriating relation- 
ship portfolios will affect the number of new products the 
firm introduces The major findings of this study and their 
implications are discussed ın the next section 


Theoretical Implications 


The analysis of relationships initiated by pharmaceutical 
firms reveals that contract term alignments can significantly 
affect the efficiency and effectiveness of a firm’s relation- 
ship portfolio Specifically, the results of this study indicate 


TABLE 4 
Effect of the Alignment of Contract Terms on the Number of Incremental New Products 





Model 4 Model 5 Model 6 
(Random-Effects (Random-Effects (Population-Averaged 
Variables Hypothesis Model) Model) Model) 
Control Variables 
Constant —3 95*** ( 81) —4 16*** ( 81) —3 91*** (84) 
2003 —36* (25) —37* (25) — 36" (24) 
2004 —36* (25) —36* (25) —35* (25) 
2005 —55** (26) — b3** (26) —51** (27) 
2006 —13 (25) —09 (25) —05 (25) 
2007 — 58”“ (27) — 49** (27) —47** (27) 
Firm size 45*** ( 08) 46*** ( 08) 43*** ( 08) 
R&D intensity —07 (72) —24 (68) —40 (70) 
US firms —29 (23) —44** (20) —46** (21) 
Radical new product experience —08 (08) —07 (07) —06 (08) 
Incremental new product experience 04* (03) 05** (02) 05** (03) 
Relationship portfolio size 00 (00) 00 (00) 00 (00) 
Ratıo of knovvledge-creatıng to 
knowledge-appropriating 
relationships 00* (00) 01* (00) 01* (00) 
Alignment of Contract Terms for the Knowledge-Creating Relationship Portfolio 
Proportion of SCALE/NONEQUITY —77** (42) —32 (43) ~44 (44) 
Proportion of LINK/EQUITY —41 (50) 01 (49) —01 (50) 
Diversity of contract term alignments —71* (50) — 95** (53) — 93”” (54) 
Proportion of SCALE/NONEQUITY x 
fırm sıze —34™ (17) —37” (17) 
Proportion of LINK/EQUITY x firm size —32* (23) —32* (23) 
Diversity of contract term alignments x 
firm size 11 (21) 22 (22) 
Alignment of Contract Terms for the Knowledge-Appropriating Relationship Portfolio 
Proportion of LINK/NONEQUITY Hə 67” (37) 93*** ( 39) 93** (40) 
Diversity of contract term alignments 92* (58) 90* (57) 98** (59) 
Proportion of LINK/NONEQUITY x 
firm size Hs — 29”" (15) — 33” (16) 
Log-Likelihood Wald X? 
—289 28 —283 70 2207 
Observations 412 412 404a 
*p< 10 
"*p « 05 
"pe 01 


aFırms with fewer than two observations were omitted from estimation to account for AR(1) errors 


that a firm’s knowledge-creating relationship portfolio leads 
to a greater number of radical new products when the firm 
uses SCALE/NONEQUITY for more relationships or when 
it uses more diverse alignments of contract terms In con- 
trast, a firm’s knowledge-appropriating relationship portfo- 
lio leads to a greater number of incremental new products 
when the firm uses LINK/NONEQUITY for more relation- 
ships The results of this study also indicate that the diversity 
of contract term alignments ın a firm's knowledge-creating 
relationship portfolio has a negative effect on the number of 
incremental new products, whereas it has a positive effect 
on the number of radical new products A possible explana- 
tion 1s that, even though a firm's knowledge-creating rela- 
tionship portfolio has the potential to result 1n more funda- 
mental breakthroughs that offer significant advances in 
technologies and customer benefits, a new product that 
results from the knowledge-creating relationship portfolio 
might fail to meet the criteria for becoming a radical new 


product Namely, the knowledge-creating relationship port- 
folio might lead to only incremental new products when 
poorly managed ın terms of the forms of resource integra- 
tion and equity sharing. Furthermore, this study shows that 
the effect of contract term alignments on the number of new 
products 1s contingent on the size (1e , the amount of ınter- 
nal resources) of the focal firm New product development 
by large firms, compared with small firms, 1s less affected 
by contract term alignments 

These findings have important implications for the litera- 
ture on relationship marketing and new product development 
First, this study extends our understanding of collaborative 
relationships for new product development by (1) distin- 
guishing between knowledge creation and knowledge appro- 
priation as two fundamental tasks 1n developing new prod- 
ucts and (2) focusing on the relationship portfolio rather than 
on individual relationships In particular, the results of this 
study demonstrate that a difference exists between the 
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knowledge-creating and knowledge-appropriating relation- 
ship portfolios 1n terms of the appropriate contract term align- 
ments The knowledge-creating relationship portfolio benefits 
from contract term alignments that provide a compromise 
between the need for effective transfer of complex knowledge 
and the need for search flexibility ın response to the uncer- 
tainty surrounding the creation of new knowledge In contrast, 
the knowledge-approprlatıng relationship portfolio benefits 
from contract term alignments that reduce the costs associated 
with setting up and enforcing the contract terms themselves 

Second, even though one of the primary interests of inter- 
firm relationship studies 1s to identify the contract terms rele- 
vant to the specific tasks at hand (Ghosh and John 1999, 
2005, Heide 1994, Jap 2001), this study also reveals that firm 
size becomes a boundary condition for the effectiveness of 
contract term alignments in managing the interfirm relation- 
ship portfolio Contract terms provide a formal mechanism 
by which to specify the role of each partner in the collabora- 
tion and to ensure that partners perform the roles specified in 
the relationship agreement (Hoetker and Mellewigt 2009) 
These contract terms become more critical for smaller firms, 
which are more likely to lack the internal resources or capa- 
bility to manage such collaborative relationships (Kalaig- 
nanam, Shankar, and Varadarajan 2007, Park, Chen, and Gal- 
lagher 2002) The results suggest that the amount of internal 
resources becomes a buffer that reduces concerns associated 
with forming new relationships and, consequently, reduces 
the need for specific contract terms 

Third, because radical new products have a significant 
effect on a firm’s profit and shareholder value (Sorescu, 
Chandy, and Prabhu 2003, Sorescu and Spanjol 2008, Wuyts, 
Dutta, and Stremersch 2004), factors that drive or hinder 
radical new product development are a primary focus 1n the 
innovation literature Although previous studies have exam- 
ined various firm-level characteristics, such as firm size, 
1ncumbency, or willingness to cannibalize (Chandy and Tellis 
1998, 2000), the current study extends knowledge ın this 
direction by testing how characteristics of the relationship 
portfolio affect the numbers of radical and incremental new 
products that a firm introduces The results of this study sug- 
gest that contract term alignments can change not only the 
number of new products but also the types of new products 
(e , radical vs incremental) developed, which highlights the 
importance of considering the appropriate alignment of con- 
tract terms for managing the relationship portfolio 


Managerial Implications 


Forming relationship portfolios by partnering with innovative 
firms 1s increasingly common 1n new product development 
(Wuyts, Dutta, and Stremersch 2004) Interfirm relation- 
ships provide access to external knowledge (Powell, Koput, 
and Smith-Doerr 1996) However, the results of this study 
show that simply entering into relationships 1s not sufficient 
to gain access to external knowledge and develop new prod- 
ucts successfully This study, therefore, has several 1mpor- 
tant managerial implications 

First, the results provide important insights into the man- 
agement of the relationship portfolio compared with the man- 
agement of individual relationships In particular, the approprı- 
ate contract term alignments for the relationship portfolio 
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might differ from those for individual relationships For exam- 
ple, previous studies have emphasized close interactions (e g , 
scale resource integration) and incentive alignments (eg, 
equity sharing) among partners for the outcomes of individual 
relationships (Dyer and Singh 1998, Jap 2001, Jap and Gane- 
san 1999) However, tbe results of this study suggest that using 
such contract terms (e g , SCALE/EQUITY) for more relation- 
ships 1n a firm's relationship portfolio can actually hurt the 
overall new product development outcomes of the firm 
Indeed, an additional analysis with SCALE/EQUITY and 
LINK/NONEQUITY, rather than SCALE/NONEQUITY and 
LINK/EQUITY, 1n Model 1 (Table 3) shows that using SCALE/ 
EQUITY for more relationships 1n a firm's knowledge- 
creating relationship portfolio has a negative effect on the 
number of radical new products developed by the firm (B = 
—4 06, p « 05) That 1s, determinants of the outcomes of the 
relationship portfolio can be at variance with those of ındı- 
vidual relationships in that firms must consider their overall 
level of search flexibility and the effectiveness of their col- 
laboration with current partners (Bidault and Cummings 
1994, Uzzi 1997) 

Second, this study provides specific guidelines for differ- 
entiating among the relevant contract terms for the knowledge- 
creating and knowledge-appropniating relationship portfolios 
For the knowledge-creating relationship portfolio, the results 
of this study suggest two types of strategies for contract 
term alignments A firm can achieve a greater number of 
radical new products by using SCALE/NONEQUITY for 
more relationships or by diversifying the alignment of con- 
tract terms, both of which enable the firm to access its part- 
ners’ technological knowledge while maintaining some 
degree of search flexibility For the knowledge-appropnating 
relationship portfolio, the results of this study suggest that a 
firm can benefit from using LINK/NONEQUITY for more 
relationships, which would reduce the costs associated with 
setting up and enforcing the contract terms themselves 

Finally, the results of this study suggest that, compared 
with larger firms, smaller firms should be more cautious 1n 
determining specific contract terms when forming relation- 
ships, because they must rely more on the formal contract 
terms and they suffer more from having inappropriate con- 
tract terms That 1s, compared with larger firms, smaller 
firms must craft specific contract terms more carefully and 
in a manner that reduces their concerns when forming rela- 
tionship agreements (Alvarez and Barney 2001) 


Limitations and Further Research 


As with any study, this study has several limitations, which 
provide a set of promising future research opportunities 

First, I used the pharmaceutical industry to test the pro- 
posed hypotheses empirically Although this industrial con- 
text has frequently been used to examine interfirm relation- 
ship portfolios (Stremersch and Dyck 2009, Wuyts, Dutta, 
and Stremersch 2004), further research across a diversity of 
industries would provide more insights into contract term 
alignments for the collaborative relationship portfolio For 
example, interfirm collaboration 1n the high-tech industries 
might entail different concerns from those 1n the low-tech 
industries (Mizik and Jacobson 2003, Rowley, Behrens, and 
Krackhardt 2000) The dynamically changing environments 


in the high-tech industries might require more flexibility in 
searching for alternative partners and forming and dissolv- 
ing collaborative relationships, whereas the more stable 
environments 1n the low-tech industries might benefit from 
longer-term relationships Therefore, further research in 
diverse industrial contexts will enrich our understanding of 
the appropriate contract terms for pursuing new product 
innovations through the collaborative interfirm relationship 
portfolio 

Second, even though I examined firm size as a modera- 
tor of the relationship between the alignment of contract 
terms and new product outcomes, further research efforts 
are needed to explore other potential moderating factors 
For example, firms develop the capability to manage col- 
laborative relationships by accumulating relationship expe- 
rience, both general and partner specific (Anand and 
Khanna 2000, Kale, Dyer, and Singh 2002) This relation- 
ship experience might reduce the need for formal contract 
terms when managing the collaborative relationship portfo- 
lio Further research that examines various moderating fac- 
tors will extend our knowledge of when firms would benefit 
from which contract terms 

Finally, the focus of this study was to test how a firm’s 
alignment of contract terms for its relationship portfolio 
would affect the number of new products A promising 
extension of this study would be to use a behavioral approach 
that examines the choice of contract terms across the 
knowledge-creating and knowledge-appropriating relation- 
ship portfolios That 1s, ıt would be beneficial to examine 
how the choice of contract terms for knowledge-creating 
relationships 1s correlated with the choice of contract terms 
for knowledge-appropriating relationships 


Appendix 
Detailed Specifications for and 
Results of the Robustness Tests 


Length of the Time Window 


In this study, I used a 12-year window to measure the rela- 
tionship portfolio by considering the characteristics of the 
pharmaceutical industry (DiMasi, Hansen, and Grabowski 
2003) I tested the robustness of the results by replicating 
them with two alternative time windows, specifically, a 10- 
year and a 14-year window Overall, I found consistent 
results across the different time windows However, when 
the 10-year window was used, the parameters for contract 
term alignment in the knowledge-creating relationship port- 
folio became less significant In contrast, no significant 
change was found when the 14-year window was applied, 
which indicates little added value when using a time win- 
dow longer than 12 years These findings empirically sup- 
port the choice of a 12-year window 

Furthermore, 1t might take a shorter time to obtain 
new product development outcomes from the knowledge- 
appropriating relationship portfolio than from the knowledge- 
creating relationship portfolio I tested the robustness of this 
time lag by applying asymmetric time windows, specifi- 
cally, a 6-year window for the knowledge-appropriating rela- 
tionship portfolio and a 12-year window for the knowledge- 


creating relationship portfolio The results were consistent 
with the main findings of this study with one minor excep- 
tion The moderating effect of firm size on the effect of the 
proportion of knowledge-creating relationships using 
SCALE/NONEQUITY on the number of radical new prod- 
ucts became more significant (from p < 10 to p < 05) 
Overall, these tests with various tume windows confirm the 
robustness of the empirical findings of this study 


The Depreciation and Appreciation of 
Relationship Value over Time 


This study did not take into account the depreciation or 
appreciation of the value of relationships over time How- 
ever, relationships initiated at different times within the 12- 
year window may vary in their relevance or importance to 
new product development In particular, two factors should 
be considered On the one hand, previous studies have 
examined knowledge depreciation over time that results 
from technological or market changes (Griliches 1979, 
Henderson and Cockburn 1996, Wuyts, Dutta, and Stremer- 
sch 2004) From this point of view, greater weight should 
be given to more recent relationships because knowledge 
gained in the past loses its relevance over time (Griliches 
1979) On the other hand, knowledge appreciation over 
time must also be considered 1n the sense that 1t takes time 
for relationship activities to result 1n outcomes (Madhavan 
and Grover 1998, Wuyts, Dutta, and Stremersch 2004) 
Therefore, less weight should be given to more recently 
formed relationships The relevance of relationships over 
time will be determined by the net effect of these two fac- 
tors Therefore, I test the robustness of the results 1n three 
ways (1) by giving less weight to relationships initiated 
further 1n the past (knowledge depreciation), (2) by giving 
less weight to relationships initiated more recently (knowl- 
edge appreciation), and (3) by giving less weight ın both 
directions from the central point ın the 12-year window 
(both knowledge depreciation and knowledge appreciation) 
Consistent with previous studies (Griliches 1979), I applied 
a 20% discount per year for knowledge depreciation and 
appreciation over time 

All three cases show consistent results with the same 
conclusion, which confirms the robustness of this study 
However, when less weight 1s 1mposed 1n both directions — 
that 1s, taking 1nto account both knowledge depreciation and 
knowledge appreciation (the third case) —the results became 
more significant In particular, the moderating effect of firm 
size on the effect of the proportion of knowledge-creating 
relationships using SCALE/NONEQUITY on the number of 
radical new products becomes more significant (from p « 
10 to p « 05) In contrast, when knowledge depreciation or 
appreciation 1s considered, the results become marginally 
less significant. For example, with knowledge depreciation, 
the significance level declined from p « 05 to p « 10 for the 
effect on the number of radical new products of the propor- 
tion of knowledge-creating relationships using SCALE/ 
NONEQUITY Similarly, the significance level declined 
from p € 05 top € 10 for the moderating effect of firm size 
on the effect of the diversity of contract term alignments in 
the knowledge-creating relationship portfolio on the number 
of radical new products With knowledge appreciation, the 
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significance level declined from p < 01 to p < 05 for the 
effect on the number of incremental new products of the 
proportion of knowledge-appropriating relationships using 
LINK/NONEQUITY These results indicate that consider- 
ing both depreciation and appreciation marginally improves 
the results 


Test of a Reverse Causal Relationship 


To show the validity of the findings of this study, it 1s neces- 
sary to exclude the possibility of a reverse causal relation- 
ship, whereby the choice of contract terms 1s driven by the 
types of intended new products Because the types of prod- 
ucts a firm intends to develop are not directly measurable ın 
the current data set, I test this with two sets of indicators of 
products that the firm intends to develop from its relation- 
ship portfolio (1) the numbers of radical and incremental 
new products that the firm 1ntroduced in year t, under the 
assumption that firms will achieve their intended new prod- 
ucts by choosing the appropriate contract terms, which 
implies that the realized outcomes reflect the intended out- 
comes, and (2) the radical and incremental new product 
experiences, specifically, the numbers of radical and incre- 
mental new products that the firm introduced during the 3- 
year period before the 12-year window, from t — 15 to t — 13, 
under the assumption that firms will continue to pursue the 
same types of new products (Gatignon and Xuereb 1997, 
Slater, Olson, and Huit 2006) This assumption implies that 
past outcomes can be an indicator of the 1ntended outcomes 
of additional new product development efforts 

The dependent variables are the four contract term align- 
ments for which I developed hypotheses (1) the proportion 
of SCALE/NONEQUITY, (2) the proportion of LINK/ 


EQUITY, (3) the diversity of contract term alignments in the 
knowledge-creating relationship portfolio, and (4) the propor- 
tion of LINK/NONEQUITY ın the knowledge-appropriating 
relationship portfolio From the Hausman (1978) test, I 
found a significant difference between results of the fixed- 
and random-effects models for the proportion of SCALE/ 
NONEQUITY ın the knowledge-creating relationship portfo- 
lio (p « 01) and for the proportion of LINK/NONEQUITY 
in the knowledge-appropriating relationship portfolio (p « 
01), therefore, I used a fixed-effects linear model for these 
contract term alignments However, I found no significant 
difference between the fixed- and random-effects models for 
the proportion of LINK/EQUITY and the diversity of con- 
tract term alignments ın the knowledge-creating relationship 
portfolio (p = 98 and 90, respectively) Accordingly, I used a 
random-effects linear model for these two alignments I also 
checked for serial correlations of errors, following the recom- 
mendation of Wooldridge (2002) for linear panel models, and 
the hypothesis of no first-order serial correlation was rejected 
for all four types of alignments (p « 01) To control for first- 
order serial correlations of errors, I therefore use the "Xtregar" 
procedure ın Stata 11 

Table A1 shows that none of the four indicators of 
intended product outcomes had a significant effect on any of 
the contract term alignments The one exception was that rad- 
ical new product development experience had a significant 
positive effect on the proportion of LINK/NONEQUITY in 
the knowledge-appropriating relationship portfolio (B = 023, 
p « 05), which indicates that a reverse causal relationship 
does not exist between the intention to develop incremental 
new products and the use of LINK/ NONEQUITY These 
results support the validity of the findings of this study 


———————————M——ÓÀ 
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TABLE A1 
Effect of Radical and Incremental New Products on the Alignment of Contract Terms 
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Number of incremental 
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Incremental new product 
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R2 (between) 008 115 285 001 
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*p< 10 
**p< 05 
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Introduction to the Journal of 





Marketing 75th Anniversary 


Special Section 


Marketing (JM) The journal has led the development 
of marketing thought and has come a long way over 

the years 

To celebrate the 75th anniversary, this issue of JM 
includes a section consisting of articles of a special nature ! 
An anniversary 1s a time for celebrating the past, it 1s also a 
time to reflect on the future of the discipline and what we 
can do to make it even brighter With this in mind, a key 
theme underlying the contributions ın this special section 1s 
a focus on the future Most of the articles offer 1mportant 
insights into strengthening scholarship in the discipline A 
few focus on substantive areas that are mpe for generating 
new insights Each author writes on a topic about which he 
or she 1s extremely knowledgeable and feels passionately 
Many thanks are due to the authors of these articles for their 
contributions I provide a brief overview of each article and 
encourage you to read for yourself the insights each offers 

Notably, this year also marks the 50th Anniversary of 
the Marketing Science Institute (MSI), an exemplary orga- 
nization that 1s the envy of other disciphnes Ruth Bolton 
discusses the highly symbiotic relationship between JM and 
MSI over the past several decades 

Looking to the future, a major 1ssue confronting us 1s 
sustainability Phil Kotler discusses this critical imperative 
and ways 1n which marketing must be responsive 

The importance of conceptual contributions ın academic 
research cannot be overstated Debbie MacInnis delineates 
a variety of conceptual contributions that scholars can make 
and discusses the skills and facihtating tools for making 


T year marks the 75th anniversary of Journal of 


I The authors are accomplished members of our community, and 
each holds multiple distinctions, such as AMA Irwin/McGraw-Hill 
Distinguished Marketing Educator Award recipient, ISMS Fellow, 
Editor of Journal of Marketing, Editor of Journal of Consumer 
Research, Executive Director of the Marketing Science Institute, 
winner of *best-paper" awards from top marketing journals, Chair 
of the AMA Board of Directors, AMA Vice President of Publica- 
tions, and President of the Association for Consumer Research The 
contributions were invited 1n consultation with a small group of mar- 
keting thought leaders, and each article underwent multiple rounds of 
review by top scholars The reviewers’ help and that of my coeditors, 
Bob Leone and Gary Frazier, 1s gratefully acknowledged 
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such contributions In addition to strong conceptualization, 
good research entails strong methods However, many in 
the field are conflicted about whether the field has become 
too “sophisticated” for its own good Lehmann, McAlister, 
and Staelin highlight the importance of the right type of 
sophistication 1n scholarship and discuss things we can do 
to encourage 1t 

The growing importance and influence of emerging 
markets 1s visible to all Jag Sheth challenges us to rethink 
marketing ın light of the experiences of developing mar- 
kets Markets have become not only more complex but also 
more dynamic George Day describes the role of adaptive 
marketing capabilities for competing effectively ın such 
markets 

The generation, dissemination, and practitioner use of 
academic knowledge ıs a holy grail for many Gary Lilien 
explores what academicians, practitioners, and intermedi- 
aries can do to bridge the academic—practitioner divide, the 
topic of a recent symposium organized by Columbia Busı- 
ness School and Harvard Business School Berne Jaworski 
provides deeper insights into the meaning of managerial 
relevance of research and discusses things that knowledge 
generators and users can do to derive mutual benefit 
Finally, Rich Lutz explores newer models for generating 
knowledge and disseminating 1t quickly and widely 

I thank the American Marketing Association for sup- 
porting the special section with extra pages 1n this issue 
This ensured that the publication of the special section did 
not 1n any way impede the publication of a regular article 

I hope you enjoy the articles 1n this section! 


AJAY K KOHLI 
Editor in Chief 


Journal of Marketing 
Vol 75 (July 2011), 128 


Ruth N. Bolton 


To JM on Its 75th Anniversary 


This article discusses how Journal of Marketing (JM) has influenced marketing science and practice by publishing 
articles on substantive topics relevant to customers, managers, organizations, markets, and society The journal’s 
75th anniversary coincides with the 50th anniversary of the Marketing Science Institute (MSI) Frequently, JM and 
MSI have collaborated to address important substantive marketing issues identified in MSI's Research Priorities 
The author highlights seminal articles on brand equity, business-to-business marketing (including sales force 
management), connecting marketing information, metrics, and strategy, consumer behavior, innovation, new 
product development and product management, marketing orientation and capabilities, and market research, 
methodology and services She also draws attention to articles that have won the Sheth Foundation/JM Award and 
the H Paul Root Award The article describes how JM's knowledge dissemination is amplified by powerful social 
network effects Ideas in JM articles diffuse through the business community, influencing the mind-set of managers 
worldwide 


Keywords role of marketing, brand equity, business-to-business, metrics, marketing information, consumer 


behavior, innovation, capabilities, marketing research, services 


What's past 1s prologue, what to come, 1n yours and my 
discharge 

—William Shakespeare, The Tempest (Act 2, Scene 1, 
Lines 245-254) 


H appy anniversary to Journal of Marketing (JM)! 


There ıs much to celebrate While its format and con- 
tent have changed dramatically over the past 75 
years, JM's promise to its readers— articles that rigorously 
address substantive 1ssues 1n marketing and marketing man- 
agement—has remained the same Moreover, with each 
issue, 1t delivers on that promise 
At the Marketing Science Institute (MSI), we believe that 
JM’s focus on substantive issues 1n marketing has become 
increasingly important for two reasons First, since JM's 
inception, changes 1n markets, customers, and technologies 
have enabled new business models, processes, and prod- 
ucts, such as the infusion of services into goods-dominant 
firms, products coproduced or cocreated with customers or 
network partners, and offerings dynamically customized as 
customer behavior 1s observed over time These changes 
raise many compelling questions about substantive issues 1n 
marketing (MSI 2010) Second, as some marketing thought 
leaders have observed, there 1s an increasing gap between 
the interests, standards, and priorities of academics and 
those of practitioners who function 1n this complex business 
landscape (e g , Reibstein, Day, and Wind 2009) For these 
reasons, JM plays an 1mportant role 1n encouraging rigorous 
research on marketing 1ssues that are relevant to organiza- 
tions and society 
The 75th anniversary of JM coincides with the 50th 
anniversary of MSI For many decades, their activities have 
been closely 1ntertwined Thus, it 15 useful to briefly reflect 
on the shared history of MSI and JM and contemplate how 
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their activities have shaped — and will continue to shape— 
the future of marketing 

Knowledge generated and disseminated by MSI and JM 
has so infused modern business practice that many man- 
agers do not recognize its origin. Our member company 
trustees are often surprised to discover that current "best 
practices" 1n marketing were pioneered by research sup- 
ported by MSI and published 1n JM Consider a few exam- 
ples from across the decades 


eBrand equity (Aaker and Keller 1990, Ailawadi, Lehmann, 
and Neslin 2003, Keller 1993, Kirmani, Sood and Bridges 
1999), 

*Business-to-business marketing, including sales force man- 
agement (Churchill et al 1985, Johnston and Bonoma 1981, 
Palmatier 2008, Palmatier, Dant, and Grewal 2007, Palmatier 
et al 2006, Walker, Churchill, and Ford 1975), 

eConnecting marketing information, metrics, and strategy 
(Mizik and Jacobson 2003, Moorman and Zaltman 1993, 
Rust, Lemon, and Zeithaml 2004, Srivastava, Shervani, and 
Fahey 1998, Verhoef and Leeflang 2009), 

eConsumer behavior (Fournier and Mick 1999, Loken and 
John 1993, Wansink and Ray 1996), 

eİnnovatıon, new product development and product manage- 
ment (Biyalogorsky, Boulding, and Staelin 2006, Chandy, 
Prabhu, and Antia 2003, Chandy and Tellis 2000, Day, 
Shocker, and Srivastava 1979, Sood and Tellis 2005, 
Sorescu, Chandy, and Prabu 2003, Srivastava et al 1984, Sri- 
vastava et al 1981), 

eMarketing orientation and capabilities (Day 1994, Jaworski 
and Kohl: 1993, Kohli and Jaworksı 1990, Narver and Slater 
1990, Slater and Narver 1993), 

eMarketing research (Green 1975, Green and Rao 1970), and 


eServices (Lovelock 1983, Parasuraman, Zeithaml, and Berry 
1985, Solomon et al 1985, Zeithaml 1988) 


A major reason for JM's success 1n advancing the sci- 
ence and practice of marketing 1s that its articles are amplı- 
fied by powerful social network effects The 1deas 1n JM's 
articles have been broadly diffused through academic con- 
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ferences, the popular business press, practitioner confer- 
ences, workshops and seminars, university courses and 
executive education, and the activities of marketing ser- 
vices suppliers and consulting firms In this way, they have 
reached a broad community of people who are interested 1n 
marketing and business issues 

At MSI, we are especially proud that five of the nine 
articles that have received the Sheth Foundation/Journal of 
Marketing Award were supported by MSI Day (1994), 
Jaworski and Kohli (1993), Keller (1993), Rust, Lemon, 
and Zeithaml (2004), and Srivastava, Shervani, and Fahey 
(1998) The Sheth Foundation/Journal of Marketing Award 
ıs given six to ten years after a JM article was orginally 
published, 1t 1s awarded to the best JM article that has made 
long-term contributions to the field of marketing These 
time-tested, award-winning articles have thousands of cita- 
tions 1n the academuc literature because they provide a ng- 
orous theoretical foundation for marketers who are thinking 
about substantive marketing issues (Yadav 2010) Equally 
important, as the ideas in these articles have diffused 
throughout the business community, they have profoundly 
influenced the mind-set of managers worldwide 

Journal of Marketing and MSI have also collaborated to 
promote interactions among marketing academics and prac- 
titioners that generate and disseminate new knowledge on 
specific MSI Research Priorities In 2004, MSI sponsored a 
paper competition and special section of JM on “Linking 
Marketing to Financial Performance and Firm Value” It 
comprised seven articles, plus an editorial by Donald R 
Lehmann, who served as consulting editor In 2009, MSI 
sponsored a JM special section on “Marketing Strategy 
Meets Wall Street,” coedited by Dominique M Hanssens, 
Roland T Rust, and Rajendra K Srivastava, it included 
nine articles, plus an editorial In 1999, MSI also provided 
the funds to publish a special JM issue on “Fundamental 
Issues and Directions for Marketing”, coedited by George 


S Day and David B Montgomery, this issue celebrated the 
new millennium (Lusch 1999) 

Another way that JM and MSI advance the practice of 
marketing 1s the annual H Paul Root Award, named in 
honor of the president of MSI from 1990 to 1998 and 
cosponsored by the American Marketing Association and 
MSI The topics of articles that have recently won this 
award show how rigorous research can address important 
substantive marketing issues facing managers 


e“Expanding the Role of Marketing From Customer Equity to 
Market Capitalization” (Kumar and Shah 2009) 

e“Drivers of Success for Market Entry into India and China” 
(Johnson and Tellis 2008) 

eA Longitudinal Examination of Net Promoter and Firm 
Revenue Growth” (Keiningham et al 2007) 


e“Creating a Market Onentation A Longitudinal, Multifirm, 
Grounded Analysis of Cultural Transformation” (Gebhardt, 
Carpenter, and Sherry 2006) 


e“Balancing Acquisition and Retention Resources to Maxi- 
mize Customer Profitability” (Reinartz, Thomas, and Kumar 
2005) 


What’s next for JM? Marketing offers a rich domain to 
explore, and there 1s so much more to discover At MSI, we 
believe that JM’s focus on substantive marketing issues 1s 
as necessary today as 1t was 75 years ago In the theatrical 
metaphor that opens this article, Shakespeare reminds us 
that “what's past 1s prologue", that 1s, the past 1s the foun- 
dation for acts that will shape the future Journal of Market- 
ing has an exceptional track record of articles that rigorously 
address substantive 1ssues ın marketing and marketing man- 
agement However, as Shakespeare goes on to say, "what to 
come, in yours and my discharge" In other words, the 
future 1s ın our hands It is your responsibility —as readers, 
authors, reviewers, editors, researchers, teachers, managers 
and citizens —to shape the future of marketing 
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Philip Kotler 


Reinventing Marketing to Manage 
the Environmental Imperative 


Marketers in the past have based their strategies on the assumption of infinite resources and zero environmental 
Impact With the growing recognition of finite resources and high environmental costs, marketers need to 
reexamine their theory and practices They need to revise their policies on product development, pricing, 
distribution, and branding The recent financial meltdown has added another layer of concern as consumers adjust 
their lifestyles to a lower level of income and spending Companies must balance more carefully their growth goals 
with the need to pursue sustainability Increased attention will be paid to employing demarketing and social 


marketing thinking to meet the new challenges 


Keywords environment, sustainability, externality costs, financial meltdown, consumer lifestyles, demarketing, 


social marketing 


Journal of Marketing, t 1s important to recognize its 
many contributions to the theory and practice of 
marketing Journal of Marketing has carried articles 
advancing new marketing concepts, theories, practices, and 
empirical findings, and 1t has had to overcome old views of 
marketing As late as 1997, Random House Webster’s Dic- 
tionary of American English defined marketing as “act or 
practice of advertising and selling a product ” Fortunately, 
we have broadened our view of marketing, as captured in 
the latest American Marketing Association (2008) definition 
“Marketing 1s the activity, set of institutions, and processes 
for creating, communicating, delivering, and exchanging 
offerings that have value for consumers, clients, partners, 
and society at large” (see http //www marketingpower com) 
Furthermore, over the years, marketing has broadened its 
compass beyond products to include other offerings, such 
as services, experiences, places, persons, ideas, and causes 
Looking ahead, we see the emergence of a whole new 
marketing environment that will affect the science and prac- 
tice of marketing 1n the coming years Marketers have had 
to recognize such forces as globalization, cultural differ- 
ences, the Internet, social media, brand proliferation, retail 
concentration, recession, and environmental 1ssues 


O: this occasion to celebrate the 75th anniversary of 


The Environmental Imperative and 
What Companies Are Doing Today 


Of these forces, I would like to comment on the profound 
influence that the environmental agenda 1s likely to have on 
marketing theory and practice Companies must address the 
issue of sustainability Sustainability raises the question 
whether this generation can leave future generations with 
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the same or a larger basket of resources than we have now 
(see World Commission on Environment and Development 
1987) It would be easy for this generation to use up more 
of our resource endowments and leave future generations 
with less, and this would be unconscionable 

According to Professor Walter Georgio Scott (2005), we 
face not one but several environmental challenges 


*À change (probably irreversible) ın the composition of the 
atmosphere and consequently of the climate, 


*A depletion of the ozone layer, the shield protecting the Earth 
from ultraviolet radiation, 


eSo1l degradation and increased desertification, 
eIncreased air and water pollution, 
*À reduction ın the availability of fresh water, and 


eIncreasing depletion of physical and natural resources, from 
oil to copper, to timber, and so forth 


Companies need to make drastic changes 1n their research- 
and-development, production, financial, and marketing 
practices 1f sustainability 1s to be achieved 

Whth regard to marketing, companies and their marketers 
have operated on the assumption of an endless supply of 
resources and, furthermore, that production, distribution, 
and consumption do not add to pollution, water shortage, 
and other costs, or at least that companies do not have to 
bear these costs Once we begin to acknowledge resource 
limitations and externality costs, marketing will have to 
reinvent its practices to be environmentally responsible 

We need to recognize a major difference in the mınd- 
sets of firms and consumers ın the presustainability versus 
the sustainability world Consider the largely unexamined 
assumptions of marketers 1n the past 


*Wants are natural and infinite, and encouraging unlimited 
consumption 1s good 


eThe planet's resources are infinite 
*The earth’s carrying capacity for waste and pollution 1s infinite 


eQuality of life and personal happiness increase with 
increased consumption and want satisfaction 
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In contrast, those who press for sustainable practices hold 
the following principles 


eWants are culturally influenced and strongly shaped by mar- 
keting and other forces 

“The earth’s resources are finite and fragile 

*The earth's carrying capacity for waste and pollution 1s very 
limited 


eQuality of life and personal happiness do not always increase 
with more consumption and want satisfaction 


Companies that embrace sustainability need to make 
some basic changes 1n their production and marketing prac- 
tices Paul Polman, chief executive officer (CEO) of 
Unilever, 1s one of several strong advocates of sustainability 
in business (Stern 2010) “Our ambitions are to double our 
business, but to do that while reducing our environmental 
impact and footprint But the road to well-being doesn't 
go via reduced consumption It has to be done via more 
responsible consumption ” 

This poses a difficult challenge, however If every com- 
pany such as Unilever was to succeed ın doubling its busı- 
ness, sustainability will be impossible to achieve We have 
heard many times that 1f less developed countries would by 
some miracle achieve the living standards of more 
advanced countries, pollution, road and air traffic, and 
energy power outages would smother our quality of life 
Something between a zero-growth goal and a modest- 
growth goal would make more sense 

Sustainability-driven companies need to explain how 
they would revise their goals and operations to pursue sus- 
tainability They need to introduce new and broader criteria 
to direct their new product development programs, invest 
more in reuse and recycling, and convince all their stake- 
holders — employees, channels, suppliers, and 1nvestors — to 
accept many difficult changes 

Can we expect the C-level executives and company 
investors to accept a more moderate rate of growth? Com- 
panies would have to change the compensation package to 
encourage their decision makers to set a better balance 
between the goals of growth and sustainability It would 
make sense for the CEO to earn a payout based on achiev- 
ing the planned growth rate while having reduced environ- 
mental costs by a planned percentage 

Some companies have adopted the environmental credo 
with zest, and we need to find out more about their policies 
for balancing profitable growth and sustainability General 
Electric, under the leadership of Jeff Immelt, has launched 
the Ecoimagination program, looking for ways to make 
profit out of solving social problems DuPont has done a 
great Job of finding ways to reduce pollution and produce 
materials that are sustainability appropriate Wal-Mart has 
built its truck fleet to be more fuel efficient and ıs also 
goading its suppliers to change their truck fleets to be more 
fuel efficient and less polluting By 2012, Wal-Mart will 
require more than 60,000 of its suppliers to source 95% of 
their production from highly ranked “environmentally ort- 
ented” compames The march toward marrying good busi- 
ness practice with sustainability is going forward ın a num- 
ber of notable companies 


What marketing practices will have to change? Con- 
sider the four Ps 


eProduct Companies will have to consider more questions in 
the course of developing new products Designers will have 
to consider the materials more carefully and their sources and 
carbon footprints They will have to develop the packaging 
more carefully in terms of being biodegradable and dispos- 
able Service firms that do not produce a physical product 
(e g , professional firms, hospitals, colleges, airlines) have a 
chance to compete better by demonstrating their environmen- 
tal concerns in their use of energy and physical supplies and 
to contribute to conservation causes 


ePrice Companies can create a menu of offerings that differ 

ın their level of environmental fnendliness and price them 
accordingly Environmentally involved customers may be 
willing to pay more Companies will also need to consider 
how their pricing will be affected by possible new regulations 
requiring them to cover more of the externality costs they 
create 


ePlace Companies will need to consider where to locate their 
production and distribution facilities Environmentalists 
advocate more locally based production, which would call for 
more decentralized production Marketers pursuing sustain- 
ability may want to rate the different potential distribution 
channels for their commitment to sustainable practices Com- 
panies can make greater use of online selling of their prod- 
ucts to reduce the amount of consumer driving to outlets 


ePromotion Companies will need to consider how much to 
shift their promotion from print to online, based on the notion 
that print uses up paper, ink, and other resources They will 
want to communicate their commitment to sustainability (1e , 
being a good citizen) in more of their advertisements Their 
product labeling might need to be more specific about the 
ingredients and their carbon footprints Virtually all compa- 
nies seek growth, but they need to put more emphasis on sus- 
tainable paths to growth 


The Consumer Pressure: Why 
Companies Will Need to Change 
Their Marketing Practices 


Major pressure for changing marketing practices may come 
from consumers themselves Consumers are the ultimate 
power brokers Marketers have viewed consumers as 
choosing among brands on the basis of functional (Market- 
ing 1 0) and emotional (Marketing 2 0) criteria But many 
of today’s consumers are adding a third dimension— 
namely, how the company meets its social responsibilities 
(Marketing 30) Consumers today carry new concerns, 
doubts, and fears Will they keep their jobs? Can they save 
enough for retirement? Will the road traffic get much 
worse? Will the air get more polluted? Will products be 
made 1n ways that are environmentally clean? 

My conclusion 1s that 1ncreasing numbers of people will 
prefer to buy from companies that care Companies will 
need to add an environmental dimension to their profile 
They do not want to appear indifferent to larger economic, 
social, and political concerns. Word of mouth 1s becoming a 
growing force 1n shaping consumer decisions Consumers 
can be e-mailing, blogging, and tweeting to their friends 
and acquaintances good things or bad things about a com- 
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pany Companies are increasingly swimming in a highly 
transparent fishbowl 

Will consumers be willing to buy offerings that are 
more environmentally friendly? Yes, 1f the price is the 
same But there 1s also evidence that some consumers will 
be willing to pay more Jared Diamond (2004) describes 
Home Depot stores that set up two bins of plywood next to 
each other One bin contained plywood carrying the Forest 
Stewardship Council (FSC) label guaranteeing that the tree 
was taken from a forest managed 1n accordance with FSC 
guidelines When the price of the wood was the same in 
both bins, nearly all the customers chose the plywood with 
the FSC label When the FSC labeled plywood was priced 
2% higher, still 37% of the customers chose the FSC- 
labeled plywood 

There are also electricity companies that charge a little 
more per kilowatt-hour than their competitors because their 
energy 1s sourced more from solar and wind More research 1s 
needed on how many people will pay more and how much 
more they will pay for more environmentally sound offerings 

An effect of the recent financial meltdown has been to 
drive people to think more reflectively about their lives as 
consumers At one time, we called them "citizens", now we 
call them “consumers ” But these citizens are asking new 
questions 


eAre we eating too much food? Is ıt the wrong kind of food? 
Can we give up beef, which 1s such an inefficient way to 
meet our protein needs? Are we consuming too much sugar 
and salt and butter? Are family members following a healthy 
diet? 


eAre we driving a fuel-efficient car? Do we even need to own 
a car? 

eCan we save more energy in the running of our home by 
more efficient lighting, solar panels, and other steps? 


*Can we sort trash more efficiently into paper, cans and bot- 
tles, and waste? 


Periodically, there are reports of households that have 
chosen to move to a “less 1s more" lifestyle, sometimes as a 
result of income loss and other times as a family environ- 
mental commitment Living a more balanced lifestyle, one 
not overcharacterized by materialism, does not necessarily 
mean living a less happy life To quote William 
Wordsworth, “The world 1s too much with us, getting and 
spending, we lay waste our power ” 

John Gerzema (2010) of Young & Rubicam reports the 
following recent findings 


In light of the “Great Recession,” there are new data to 
suggest Americans are less apt to equate matenalism with 
overall happiness In a study on post-crisis consumerism 
using data from BrandAsset® Valuator, 77% of people 
agreed that “Since the recession, I realize that how many 
possessions I have does not have much to do with how 
happy I am " And both the Millenials (those with the least 
assets) and the Baby Boomers (those with the most assets) 
both believed this the most strongly The study also 
showed that 62% of Americans agree that “Since the 
recession, I realize I am happier with a simpler, more 
down to basics hfestyle" [and] 7796 of people agreed that 
"How I spend my time 1s more 1mportant than how much 
money I make” The research suggests that “mındless 
consumption" 1s becoming more “mındful” and that 
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brands and marketing can play a greater role 1n connect- 
ing with the values shifts of the post-crisis consumer 72% 
of people agreed that “I make it a point now to buy brands 
from companies whose values are similar to my own” 
And two-thirds of all people agreed that “I make it a point 
to avoid buying brands whose values contradict my own ” 


Some consumers have recently been labeled “LOHAS,” 
an acronym standing for “lifestyles of health and sustain- 
ability” (Environmental Leader 2009) One estimate placed 
19% of the adults in the United States, or 41 million people, 
in the LOHAS or “cultural creatives” category The market 
for LOHAS products 1s growing and encompasses organic 
foods, energy-efficient appliances and solar panels, alterna- 
tive medicine, yoga tapes, and ecotourism Taken together, 
these account for an estimated $209 billion market 

If a sufficient number of families begin adopting a more 
LOHAS-oriented lifestyle, this will directly affect the mar- 
keting consciousness and practices of producers The media 
will be more alert to report stories of energy and material 
waste, harmful ingredients, and damage to the planet’s sus- 
tainability Producers will have to decide more carefully 
what to produce, how to produce it, how to distribute ıt, and 
how to promote it They will not want to be exposed by 
watchdog consumers and employee whistleblowers who 
spotlight bad practices With the continued growth of social 
media, no company can safely avoid negative word of mouth 
when it crosses into irresponsible production and marketing 

We have emphasized how sustainability concerns might 
affect the consumer market Will sustainability have as 
much of an impact on business-to-business (B2B) product 
and service companies? Most B2B companies will take 
“green” steps when they promise to yield strong economic 
savings If they can save on energy or replace one ingredi- 
ent or component with an environmentally better one and 
Save money, they will make the change But B2B compa- 
nies are further removed from consumer pressure However, 
they may receive pressure from their distributors and cus- 
tomers to adopt more environmentally friendly practices 
even if immediate savings are not evident 

There will also be influence from environmental organı- 
zations, social media, and concerned citizens about sustain- 
ability and from a greater recognition that happiness 1s not 
all about practicing greater consumption Governments at 
the federal, state, and local levels may also play a stronger 
role if consumers and voters push them to use legislation, 
regulation taxation, and incentives to support sustainability 
and the health and safety of citizens. Government could go 
further by pushing for companies to bear more of the costs 
of negative externalities, although this would create a politi- 
cal hailstorm as big or bigger than the health care debate 


The Rise of Demarketing and Social 
Marketing 


From a marketing point of view, there 1s likely to be a 
ramping up of two marketing perspectives that will affect 
the quality of our future environment The first 1s “demar- 
keting,” defined as the practice of demand reduction (Kotler 
and Levy 1971) Demarketing uses the same four Ps (prod- 
uct, price, place, and promotion) of marketing but in a 


reverse way A vivid example is available from California 
communities that have faced a chronic water shortage 
Local governments have had to adopt a demarketing strat- 
egy to reduce industries and consumers’ water consump- 
tion Today, there are more targets for demand reduction 
than there have been 1n the past We need to combat over- 
fishing, energy waste, overeating, and obesity, among other 
issues Governments, as well as some industries, will need 
to develop more effective tools and skills in demand reduc- 
tion Marketing has traditionally been about demand expan- 
sion, and this will remain the dominant pursuit, however, 
there are times and resources that will demand conservation 
and reduction. Electricity companies today are trying to 
educate people to turn off their lights and even unplug their 
computers when not 1n use to save electricity, even though 
their revenue will fall 

The second perspective 1s “social marketing," defined 
as the theory and practice of marketing an 1dea, cause, or 
behavior (Kotler and Zaltman 1971) Social marketing has 
an almost 40-year history and many successes 1n influenc- 
ing more positive awareness and behavior through cam- 
paigns such as “stop smoking,” “say no to drugs,” “exercise 
more," and “eat healthier foods” (Kotler 2008) It 1s not to 
be confused with one P, promotion, 1t requires the full use 
of segmentation, targeting, and positioning and the four P’s 
(product, price, place, and promotion) to influence positive 
behavior 

There are thousands of professionals working around 
the world in governmental agencies (e g , the Environmen- 
tal Protection Agency) and nongovernmental organizations 
(e g , Nature Conservancy, the Sierra Club) responsible for 
influencing behaviors that protect the environment They 
work in government agencies, utility companies, energy 
departments, fish and wildlife industries, and natural 
resources Nancy Lee, Doug McKenzie-Mohr, Wesley 
Schultz, and I are 1n the process of collecting cases of suc- 
cessful applications of social marketing to reduce waste, 
protect water quality, reduce water usage, reduce emissions, 
reduce energy use, and protect forests and fisheries and 
wildlife for a book called Social Marketing for the Environ- 
ment One such example (Nancy Lee 2012) 1s the Natural 
Yard Care Neighborhoods program, which offers two-hour 
neighborhood workshops to help residents learn about and 


implement 24 environmentally responsible gardening 
behaviors, 1ncluding smart watering and less use of pesti- 
cides Free and conveniently located workshops were pro- 
moted, and over the next few years, an estimated 1200 
people participated, with an average of 60 in each work- 
shop The application of a four Ps social marketing 
approach resulted 1n substantial numbers of participants 
using less water and pesticides and adopting other environ- 
mentally friendly gardening behaviors 


The Research Imperatives 


The need for sustainable marketing practices means new 
challenges for marketing scholars and, in particular, for 
marketing practitioners We need to carry out research on 
several 1mportant 1ssues 


«What factors lead consumers to give more weight to sustain- 
ability? Which segments of consumers are likely to give 
more weight to sustainability? 

eVVhat factors lead companies to compete on the basis of sus- 
tainability? What changes 1n marketing practice does sustain- 
ability seem to require? 

eWhat arguments can a company make to its investors to get 
their agreement to accept sustainability as yielding a positive 
return on investment? 

eAre companies in danger of losmg some dynamism as a 
result of environmental regulations and taxes? Have “green” 
companies had more or less growth than their "nongreen" 
competitors? What factors have operated? 

eVVhat opportunities has sustainability opened up? What kinds 
of companies have been most successful 1n exploiting these 
opportunities? What factors have contributed to their success? 

“What government legislation, regulation, taxes, and incen- 
tives are likely to be enacted? Which are likely to have a 
major 1mpact on product development, pricing, distribution, 
and promotion? 


No one has the answers, but these questions are important 
to ask We can look forward to many future articles 1n Jour- 
nal of Marketing that address these questions 

Whenever major changes occur in a society and we 
must decide what to do, recall Peter Drucker's (1958, p 
252) view of the purpose of marketing "Marketing 1s 
the process through which economy 1s integrated into soci- 
ety to serve human needs " 


———— ————————m———————————————————————————————-—Hs 
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A Framework for Conceptual 
Contributions in Marketing 


Conceptual advances are critical to the vitality of the marketing discipline, yet recent writings suggest that 
conceptual advancement in the field is slowing The author addresses this issue by developing a framework for 
thinking about conceptualization in marketing A definition of conceptualization ts followed by a typology of types of 
conceptual contributions The types of conceptual contributions, their similarities and differences, and their 
importance to the field are described Thinking skills linked to various types of conceptual contributions are also 
described, as are the use of tools that can facilitate these skills The article concludes with a set of 





recommendations for advancing conceptualization in our field in the years to come 


Keywords conceptual thinking, conceptual articles, theory, novel ideas 


fitting time for reflection on the vitality of our field, 

and, in particular, on its conceptual advances More 
than 25 years ago, Zaltman (1983, p 1) noted that although 
“the quality of our research primarily follows the quality of 
our ideas, the quality of our ideas needs improvement ” 
These observations are 1n accord with those of the 1988 
AMA Task Force on the Development of Marketing 
Thought, which advocated 1ncreased research on conceptu- 
alizations that enhance marketing thought Yet ın the ınter- 
vening years, scholars have suggested that methodological 
and empirical advances have outpaced the field's concep- 
tual advances (e g , Kerin 1996, Stewart and Zinkhan 2006, 
Webster 2005, Zaltman, LeMasters, and Heffring 1985) 
Perhaps emblematic of this issue is the status of purely con- 
ceptual articles (eg, integrative perspectives, reviews, 
propositional inventories) ın our top journals MacInnis 
(2004) observes a precipitous yet relatively recent decline 
in the number of such papers Yadav (2010), who replicates 
these observations, proposes that this decline 1s detrimental 
to the field’s advancement because conceptual articles not 
only provide new ideas but also are disproportionately more 
influential (e g , ın terms of citations and awards) than 
empirical papers Moreover, Yadav notes that conceptual arti- 
cles play an important role along the discovery—justification 
continuum that characterizes the knowledge development 
process (Hanson1958) For example, whereas propositional 
inventories lay out areas in which empirical research 1s 
needed, and thus contribute to the process of discovery, 
integrative reviews contribute to the process of justification 
by validating what is known 


T: 75th anniversary of Journal of Marketing (JM) 1s a 
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These concerns over conceptualization motivate this 
essay In the pages that follow, I propose that our potential 
for making conceptual advances may be fostered by gaining 
clarity on (1) what conceptualization means, (2) the entities 
to which conceptualization applies, (3) what types of con- 
ceptual contributions academic scholarship can make, (4) 
what criteria should be used to evaluate the quality of con- 
ceptual ideas, and (4) how we and our future students can 
hone our conceptual thinking skills The essay proceeds in 
four parts 

First, I define “conceptualization” and develop a novel 
typology of conceptual contributions that can guide acade- 
mic research 1n marketing The typology shown 1n Table 1 
suggests that conceptualization can pertain to various enti- 
ties, emphasizing smaller units (e g , constructs) to very 
large units (e g , science itself) (see the rows ın Table 1) 

Second, I argue that for each entity, conceptualization 
can contribute to knowledge 1n one or more ways, as noted 
in the column headings of Table 1 These types of contribu- 
tions include envisioning new ideas, relating ideas, explicat- 
ing ideas, or debating ideas: Within each of these four broad 
types of conceptual contributions, there are two subtypes 
that reflect contributions either to the process of discovery 
or to the process of justification For example, envisioning 
encompasses contributions that add to the process of dis- 
covery by identifying something new Envisioning also 
encompasses contributions that add to the process of justifi- 
cation by using new information, facts, or observations to 
revise an existing idea Table 2 expands on the meaning of 
these more specific types of conceptual contributions 

I also discuss criteria along which different types of 
conceptual contributions can be judged (see also Table 2) 
One criterion noted ın Table 2 is that of "interestingness ” 
Murray Davis (1971) suggests that “interesting” ideas chal- 
lenge strongly held assumptions about the state of the 
world Interesting ideas add insight They are not just new, 
they provide different perspectives that alter others’ think- 
ing For example, if we were to believe that consumers tend 
to hold strong attitudes only when they think deeply about 
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TABLE 1 
Types of Conceptualization and Entities Around Which Conceptualization Can Occur 











General Conceptual Goal Envisioning Explicating Relating Debating 
Specific Conceptual Goal — Identifying Revising Delineating Summarizing Differentiating Integrating Advocating Refuting 
S I en an aN pe o ——————————— 


Entities around which | 7 5 
conceptualization occurs i 


Constructs (measurable 
theoretical concepts) 


Relationships/theories 
(linkages among 
constructs) 


Procedures (ways of 
conducting research) 


Domains (areas of 
study that include 
constructs, theories, 
and procedures) 


Disciplines (collections of 
domains that specify 
what a discipline 
studies) 


Science (the activity 
disciplines perform 
in the pursuit of 
knowledge) 
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General Conceptual Goal 
Specific Conceptual Goal 


Meaning 


Metaphorical role of the 
researcher 


Metaphorical tool 


Common name applied to 
contribution 


Evaluative criteria based 
on execution 





Envisioning 
Identifying Revising 
To see that To see some- 
something thing that has 


exists, to appre- 
hend, notice, or 
behold 


The astronomer 
The telescope 


Novel frame- 
work, new per- 
spective 


Make us aware 
of what we have 
been missing 
and why it is 
important, 
reveal what new 
questions can 
be addressed 
from identifying 
the entity 


been identified 
In a new way, to 
reconfigure, 
shift perspec- 
tives, or change 


The artist 
The paintbrush 


Revised per- 
spective, alter- 
native view 


Identify why 
revision ts nec- 
essary, reveal 
the advantages 
of the revised 
view and what 
novel insights it 
generates, 
maintain parsi- 
mony 


TABLE 2 
Detailed Description of Types of Conceptual Contributions 


Explicating 





Delineating 


To detail, chart, 
describe, or 
depict an entity 
and its relation- 
ship to other 
entities 


The 
cartographer 


The map 


Conceptual 
framework, 
structural frame- 
work, proposi- 
tional inventory 


Describe what 
the entity is, 
why it should be 
studied, and 
how it works 
(eg, its 
antecedents, 
processes, 
moderating fac- 
tors), provide a 
roadmap for 
future research 


Summarizing 


To see the for- 
est for the trees, 
to encapsulate, 
digest, reduce, 
or consolidate 


The astronaut 
The space ship 


Review paper 


Circumscribe 
what falls within 
and outside the 
scope of the 
summary, 
develop an 
organizing 
framework, com- 
prehensive in 
article inclusion, 
provide clear, 
accurate, and 
relevant conclu- 
sions, simplify 
through reduc- 
tion, develop 
research priori- 
tles 


Relating 





Differentiating 


To see types of 
things and how 
they are differ- 
ent, to discrimi- 
nate, parse, or 
see pieces or 
dimensions that 
comprise a 
whole 


The naturalist 


The magnifying 
glass 


Typological/ 
taxonomic 
framework, 
classification 
scheme 


Indicate how 
entities are dif- 
ferent and why 
differentiation 
matters, indi- 
cate what novel 
insights can be 
gleaned or what 
findings can be 
reconciled from 
differentiation 


Integrating 


To see previ- 
ously distinct 
pieces as similar, 
often in terms of 
a unified whole 
whose meaning 
IS different from 
its constituent 
parts, to 
synthesize, 
amalgamate, or 
harmonize 


The architect 


Architectural 
plans 


Integrative 
framework 


Accommodate 
extant knowl- 
edge, explain 
puzzling or 
Inconsistent 
findings, reveal 
novel insights, 
create parsi- 
mony 


Debating 





Advocating 


To endorse a 
way of seeing, 
to support, jus- 
tify or suggest 
an appropriate 
path 


The guide 
The compass 


Position paper 


Clearly state the 
Issue and one’s 
perspective on 
that issue, state 
premises and 
assumptions, 
provide credible 
and unambigu- 
ous evidence, 
draw conclu- 
sions that sup- 
port the advo- 
cated view, 
avoid fallacious 
reasoning errors 


Refuting 


To rebut a way 
of seeing, to 
challenge, coun- 
terargue, con- 
test, dispute, or 
question 


The prosecutor 
The evidence 


Critique/rejoin- 
der/commentary 


Clearly state the 
Issue and one's 
perspective on 
that issue, state 
premises and 
assumptions, 
provide credible 
and unambigu- 
ous evidence, 
draw conclu- 
sions that are 
consistent the 
refuted view, 
avoid fallacious 
reasoning errors 
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General Conceptual Goal 





Specific Conceptual Goal — Identifying 


What is unseen 
IS seen, what Is 
unobservable iS 
observable, 
what 1s 
unknown Is 
known, what 
does not matter, 
matters a great 
deal 


Evaluative criteria based 
on interestingness, 
suggest that 


Similarities in thinking 
skills and facilitating 


introspection 


Differences in thinking Beginner's 
skills and facilitating mind facilitated 
tools through "taking 

a hike," immer- 
sion in other 
people's views 


Envisioning 
Revising 


What is seen, 
known, observ- 
able, or known 
can be seen dif- 


ferently 


Divergent thinking facilitated by 
search for metaphors, questioning 
tools assumptions, look for hidden 
events and outliers, engage in 


Expert's mind 
and a begin- 
ner’s mind 
facilitated by 
finding anom- 
alles, question- 
Ing assump- 
tions, heuristic 
references 





Delineating 


What is simple 
is complex, 
what Is micro IS 
macro, what Is 
unrelated is 
related, what Is 
holistic ts partic- 


ularistic 


Logical reasoning facilitated by 
mapping 


Deductive 
reasoning 
facilitated by 
theories in use 


TABLE 2 
Continued 


Explicating 


Relating 





Summarizing Differentiating 


What is com- 
plex is simple, 
what is macro IS 
micro, what Is 
unrelated is 
related, what Is 
particularistic 1s 


holistic 


Inductive 
reasoning 
facilitated by 
outlines 


What is similar 
is different, what 
Is inseparable Is 
separable, what 
IS organized is 
disorganized, 
what Is one- 
dimensional iS 
multidimen- 
sional, what 1s 
homogeneous 
Is heteroge- 
neous 


Integ 


What is 
ıs simila 
IS separ 
ınsepar: 
what 1s 
nized is 
nızed, v 
multıdın 
sional Is 
dimensi 
what Is 
geneou 
homoge 


Comparatıve reasoning f 
by Venn diagrams and co 


son matrices 


Analytical 
reasoning 
facilitated by 
analogies and 
metaphors 


Analog! 
resonin 
facilitat 
analogi 
metaph 
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an attitude object, an interesting 1dea would be one that 
affirms the opposite—namely, that consumeis tend to hold 
strong attitudes only when they do not think deeply about 
an attitude object Davis identifies 12 ways that ideas can 
be interesting (see also Zaltman, LeMasters, and Heffring 
1985) Notably, and as Table 2 shows, the current typology 
accommodates these ways (and more) but expands on 
Davis’s work by linking the interestingness criteria to the 
various conceptualization types 

If the types of conceptual contributions noted in Table 1 
are critical to the development of the field, ıt becomes 
important to understand what types of thinking skills and 
facilitating tools underlie each contribution type By under- 
standing these thinking skills and how they may be devel- 
oped, we may be in a better position to enhance conceptual- 
ization ‘Table 2 and Figure 1, which constitute the third part 
of this article, describe these issues In the fourth and final 
section, I conclude with recommendations pertinent to the 
next 75 years of marketing thought 


Conceptualization 


Conceptualization is a process of abstract thinking involv- 
ing the mental representation of an ıdea Conceptualization 
derives from the Medieval Latin conceptuâlıs and from 
Late Latin conceptus, which refer to “a thought, existing 
only in the mind, separated from embodiment” (American 
Heritage Dictionary 2003) Thus, conceptualization involves 
"seeing" or “understanding” something abstract, ın one’s 
mund 

Conceptual thinking, then, 1s the process of understand- 
ing a situation or problem abstractly by identifying patterns 
or connections and key underlying properties Such think- 
ing can include a range of information-processing activities, 
among which are inductive and deductive reasoning, logical 
reasoning, and divergent thinking skills Conceptual think- 
ing may involve the visual representations of ideas ın the 
form of typologies, process models, figures, flow charts, or 
other visual depictions However, such representations are 


FIGURE 1 
Critical Skills Necessary for Conceptual Thinking 
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better regarded as outputs than as defining characteristics of 
conceptual thinking Most academic articles (including 
those that take conceptual ideas and test them empirically) 
involve conceptualization Identifying interesting problems, 
developing hypotheses, interpreting data, and deriving 
implications all involve thinking conceptually Thus, con- 
ceptual thinking 1s at the heart of the scientific enterprise, it 
is critical to the development of both an individual scientist 
and the field of endeavor 

Conceptual articles are academic articles devoted purely 
to thought-based conceptions that are devoid of data (see 
MacInnis 2004, Yadav 2010) A differentiation 1s often 
made between conceptual and empurical articles (Elder and 
Paul 2009, MacInnis 2004), such that the latter include 
data For example, purely conceptual articles include “con- 
ceptual frameworks,” “integrative models,” and “state-of- 
the art” reviews Purely analytical (mathematical) articles 
are also examples of conceptual articles, here, ideas are rep- 
resented mathematically as opposed to verbally Purely 
empirical papers emphasize data mining Other papers 
blend the conceptual with the empirical. For example, 
hypothesis-driven papers begin with conceptual ideas and 
test them empirically Ethnographic papers often begin with 
data and use those data to build conceptual ideas Meta- 
analyses also begin with data (individual papers) and use 
those data to understand generalizable relationships and 
their moderating factors 

Types of conceptual contributions, which are at the 
heart of this article, reflect ways 1n which contributions are 
realized I describe such contribution types, which are rep- 
resented in the columns of Table 1, in greater detail subse- 
quently Suffice 1t to say for now that (1) all contribution 
types reflect “seeing” or “understanding” something new 1n 
an abstract way, (2) they can pertain to the different entities 
shown 1n the rows of Table 1, (3) they reflect the nature of 
the research contribution and thus the criteria on which it 1s 
judged (as shown 1n Table 2), and (4) they differ 1n the con- 
ceptual skills they entail and the facilitating tools that 
enable them (see Table 2 and Figure 1) 


Entities Around Which Conceptual Advances Can 
Occur 


Conceptual advances can be made with respect to the enti- 
ties labeled in Table 1 as constructs, relationships/theories, 
procedures, domains, disciplines, and science I describe 
these entities 1n greater detail 1n the following subsections 


Constructs Constructs are abstract, hypothetical con- 
cepts that are defined 1n a sufficiently precise manner (often 
along some dimension) to be operationalized or measured 
For example, attitude strength, attitude valence, and attitude 
persistence are each unique constructs Although all are ref- 
erence “attitudes,” they vary in whether the attitude 1s being 
conceptualized 1n terms of the confidence with which it 1s 
held (its strength), the degree to which it 1s favorable or 
unfavorable (its valence), or the degree to which 1s held 
consistently over time (its persistence) 

Conceptual development pertaining to constructs Is sig- 
nificant to academic and practitioner audiences for several 
reasons Furst, “we see and understand things according to 


the concepts we have and [we] filter our observations 
through concepts" (Niehoff 1998, pp 1-2, see also Zalt- 
man, LeMasters, and Heffring 1985, p 18) Thus, con- 
structs play a critical role in knowledge representation, per- 
spective taking, and knowledge sharing Second, constructs 
“enable us to identify, compare, and distinguish dimensions 
of our thinking and experience We can never achieve 
command of our thoughts unless we achieve command over 
(properly conceptualize) the concepts and ideas in which 
our thought 1s expressed" (Elder and Paul 2009, p 10) 
Third, constructs have action significance because construct 
labels help academics and practitioners categorize situa- 
tons and decide what to do The better marketers can 
understand what something 1s, the more effectively they can 
deal with ıt Fourth, constructs are critical because they 
reflect basic units of knowledge advancement Without con- 
ceptualizing new constructs, we would study the same con- 
structs over and over again, limiting our perspectives on the 
world Finally, the conceptualization of constructs 1s critical 
because constructs form the basis on which measures are 
derived and from which theories are tested Given their cen- 
trality to knowledge advancement, several papers have 
articulated processes for developing "good" constructs 
(e g , MacKenzie 2003, Teas and Palan 1997) 


Relationships/theories Knowledge advancement occurs 
not only by studying and developing constructs but also by 
conceptualizing their relationship to other concepts, often 1n 
a nomological network Relationships that specify why one 
(or more) construct affects other constructs are called 
theones Theories can also specify when (the conditions 
under which) and how (the process by which) given out- 
comes are affected Thus, theories often include moderators 
and mediators as part of their specification 

Conceptual advances related to theories are also critical 
to both academics and managers First, conceptualizing 
relationships 1n terms of a theory helps clarify the workings 
of the world around us Second, understanding why fosters 
better prediction of the outcomes that managers care about 
Thus, by conceptualizing relationships in terms of a theory, 
marketers can better understand how to manipulate or 
arrange environments so that desired outcomes can be real- 
ized Such understanding also enables the development of 
process measures that have value in diagnosing whether a 
person 1s on course and what must be done to correct off- 
course deviations Third, conceptual advances pertaining to 
theories help refine our understanding of the world by 
understanding the conditions under which actions will or 
will not produce desired outcomes Finally, conceptual 
advances 1n theories are critical to knowledge development, 
theory revision avoids "saturation" (Zaltman, LeMasters, 
and Heffrıng 1985), or an emphasis on incremental tests of 
theories rather than the development of new 1deas Given 
the importance of conceptual advances pertaining to 
theories, researchers have given considerable thought to 
what constitutes a “good” theory (e g , Darden 1991, Den- 
nis and Kintsch 2007, Zaltman, Pinson, and Angelmar 
1973) 


Procedures Some conceptual advances contribute to 
knowledge by articulating procedures or “best practices” 
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for executing strategies or tactics, often with the goal of 
solving problems Such procedures may be kinds of 
theories in that they are based on implicit or explicit 
theories about what will work However, conceptual 
advances regarding procedures foster knowledge develop- 
ment by specifying how an activity should be done, often 
through a normative lens Conceptual contributions at the 
procedure level can be of particular value to marketing 
practitioners who seek input on best practices Conceptual 
advances related to procedures may involve identifying a 
new procedure, describing its implementation and/or the 
nature and range of the problems it solves, indicating how 1t 
solves the problems inherent in other procedures, and 
revealing the novel insights ıt can generate, the assumptions 
it makes, and the conditions under which it is most or least 
likely to be functional 


Domains A domain 1s an area of study In anthropology, 
domains include culture, customs, ethnocentrism, and kin- 
ship (Niehoff 1998) In psychology, domains such as attı- 
tudes, emotions, and memory assume centrahty Marketing 
studies domains such as relationships, services, competi- 
tion, choice, strategic planning, price, and advertising 
Domains are not constructs Rather, they are broad cate- 
gories of study within which specific constructs, theories, 
and/or procedures can be articulated Different domains 
often have “different purposes, questions, information, con- 
cepts, theories, assumptions, and 1mplications" (Elder and 
Paul 2009, p 21) Domains are socially constructed, mean- 
ing that the academic or practitioner communities. decide 
what a domain entails Domains can encompass macrolevel 
phenomena (competition in the marketplace) or microlevel 
phenomena (eg, preattentive processing) Moreover, 
domains can be hierarchically linked to other domains For 
example, the domain of “consumer emotions” 1s part of a 
larger domain called “affect " Within the emotion domain, 
subdomains, such as “anticipated emotions,” “experienced 
emotions,” and “retrospective emotions,” can be identified 

Conceptual advances at the domain level are also criti- 
cal to marketing academics and practitioners They con- 
tribute to a field's vitality by opening new and unexplored 
areas of study Conceptual advances within a domain foster 
spheres of competence and expertise Practitioners often 
rely on academics for making conceptual advances in a 
domain Evidence of such advances can form the basis for 
practitioners" desires to connect with academic audiences 
Thus, conceptual advances within a domain connect mem- 
bers of knowledge communities, which 1n turn fosters 
knowledge diffusion and sharing 


Disciplines The domains and the procedures utilized in 
field of research constitute a discipline Thus, the academic 
discipline of marketing represents the amalgamation of 
domains pertinent to exchange (Bagozzi 1975) Within this 
discipline are subdisciplines, including consumer behav- 
lor," “marketing strategy," and “marketing models " Dıscı- 
plines are the units of analysis for universities, and hiring 
strategies are typically organized around disciplines Disci- 
plines are critical for managers because disciplines have 
degree-granting bodies (departments and schools) that cer- 
tify the breadth and depth of potential employees’ knowl- 
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edge and thus validate their potential to enter the workforce 
(MacInnis and Folkes 2010) Conceptual advances within 
disciplines help identify research priorities and indicate 
ways that research in the field needs to shift to adapt to 
changing environments 


Science Finally, conceptual advances can be made at 
the level of science In marketing, discussions about science 
and the philosophy of science became salient in the 1980s 
and early 1990s, driven 1n part by alternative perspectives 
on the philosophy and sociology of science (eg , Kuhn 
1962) Conceptual contributions at the level of science clar- 
ify what constitutes science, what differentiates science 
from nonscience, and what processes are involved ın scien- 
tific research (1 e , what makes for "rigorous" research and 
whether theories can be proved) Whereas procedures may 
be specific to an academic discipline or domain, contribu- 
tions at the level of science are independent of discipline 
Although practitioner audiences may be less concerned 
with conceptual contributions at the level of science, such 
contributions are important for academic researchers and 
doctoral students whose membership ın the scientific acad- 
emic community specifies rules of conduct to be followed 
In executing scientific research 


Types of Conceptual Contributions 


For each of the aforementioned entities, researchers can 
make conceptual contributions in any number of ways 
(Table 1) The columns of Table 2 present four types of con- 
ceptual contributions (envisioning, relating, explicating, 
and debating) Within each type, I identify two subtypes, 
which I describe subsequently and summarize ın the rows 
of Table 2 Various cells of Table 1 are illustrated using 
examples of frequently cited conceptual articles ! I begin by 
describing the more specific conceptual contributions (e g , 
identification and revision) so that their linkage to the 
broader contributions (eg, envisioning) can be more 
clearly understood My discussion of these contributions 
includes a description of the criteria by which “good” 
papers of this type can be judged These criteria serve as 
guidelines for authors who write and readers who review 
papers Although the contributions are different, all move 
the field forward by setting an agenda for further research 2 





IMy expertise in consumer behavior inclines me to report on 
conceptual articles based on verbal arguments versus those based 
on mathematical arguments (analytical models) However, the 
value of analytical models cannot be disputed Their lack of repre- 
sentation here merely reflects the limitations of my knowledge 

2Some conceptual papers (including those described here) make 
several types of conceptual contributions For example, Srivastava, 
Shervanı, and Fahey (1998) propose a revised view of the marketing 
discipline, suggesting that marketing's role 1s to create and manage 
market-based assets that deliver shareholder value They also dif- 
ferentiate two types of market-based assets —relatıonal and ıntel- 
lectual—as well as the attributes of balance sheet and off-balance 
sheet assets Reflective of delineation, they propose that market- 
based assets (e g , customer relationships, partner relationships) 
affect various aspects of market performance, which ın turn affect 
shareholder value 


Identifying Versus Revising: Contributions That 
Involve Envisioning 


Identifying seeing that something exists Researchers 
who make contributions through identifying establish or 
make known something that has yet to be established The 
goal 1s to introduce a construct, theory, procedure, domain, 
discipline, or aspect of science that has yet to be appre- 
hended or given serious study As Table 2 shows, a 
metaphor for a researcher whose contribution involves 
identification 1s one of an astronomer who uses a powerful 
telescope to identify stars, planets, or galaxies that had pre- 
viously been unseen Purely conceptual papers that con- 
tribute in this manner are often titled with words that con- 
note originality, for example, a novel framework or a new 
perspective 

Identification can occur for any of the entities in the 
rows of Table 1 3 To illustrate, Glazer (1991) identifies a 
novel construct called “information intensity " He proposes 
that at one end of the information intensiveness continuum 
are products that are completely information independent 
At the opposite end are information-based products The 
latter may have been used initially to market a product but 
have since become marketable products themselves The 
continuum ıs important because ıt characterizes the degree 
to which information 1s a wealth-generating asset ın 1ts own 
right Hunt and Morgan (1995) present a novel “compara- 
tive advantage” theory of competition The proposed theory 
suggests that competition 1s based on comparative advan- 
tage, defined as the relative resource-produced value by the 
firm ın relation to the relative resource costs ıt incurs Hol- 
brook and Hirschman (1982) articulate a novel domain of 
consumer research, arguing that an overreliance on rational 
decision making and consumer information processing has 
blinded researchers to the role of feelings, fantasies, and fun 
in consumers’ decision making Day and Montgomery 
(1999) identify three novel “discipline-based issues” that 
the academic marketing discipline would face upon enter- 
ing the new millennium (1) providing meaningful mea- 
sures, inferences, and calibration, (2) crossing boundaries 
and understanding functional interfaces, and (3) rethinking 
the role of theory 

As Table 2 shows, articles that contribute to 1dentifica- 
tion make us aware of what we have been missing This can 
be accomplished by providing evidence that the 1dentified 
entity 1s real and moreover that its study 1s important Real- 
ity and significance are often illustrated by reference to 
real-world problems, issues, or observations (see Day and 
Montgomery 1990, Glazer 1991) In some cases, these real- 
world examples reveal what 1s missing by comparison to 
prevailing views (Holbrook and Hirschman 1995, Hunt and 
Morgan 1995) In still other cases, they identify a novel 
entity by pointing to aligned research areas that have failed 
to intersect For example, Ward (1974) argues that whereas 
marketing academics have studied consumers and develop- 


3To prevent tedium in reading, I do not attempt to provide 1lIus- 
trations of each individual cell in Table 1 The goal 1s to provide 
illustrative examples that clanfy the meaning of the type of con- 
ceptual contribution 


mental psychologists have studied children, the field of 
consumer behavior had yet to examine children's learning 
as 1t pertains to the marketplace—a domain he labels “con- 
sumer socialization " Good papers also reveal what new 
insights can be gained from the entity's study Good papers 
provide clear and unambiguous definitions of the identified 
entity They are also generative, they guide future research 
by indicating novel research questions fostered from identi- 
fication These latter two characteristics are true of all 
papers that contribute conceptually, including those 
described subsequently 


Revising seeing what has been identified in a different 
way Revision involves reconfiguring or taking a novel per- 
spective on something that has already been identified 
Thus, whereas identifying 1s consistent with the logic of 
discovery, revision takes empirical evidence on the identi- 
fied entity into account and modifies ıt Contributions based 
on revising gain insight from alternative frames of refer- 
ence The visual metaphor might be that of an artist who 
uses a paintbrush to depict a landscape as a series of colored 
dots (as 1n pointillism) or a series of shapes (as 1n cubism) 
A different visual metaphor ıs that of a person who turns a 
dial on a kaleidoscope to reveal a new 1mage Common 
labels for purely conceptual papers with this goal are 
revised perspectives or alternative views 

To illustrate, Shugan (1980) presents a revised perspec- 
tive on the construct of 1nformation costs Whereas tradi- 
tional economic models assumed that information was pro- 
vided at no cost to consumers, Shugan views information as 
costly His reconceptualization has made 1t possible to 
assess the costs of various decision-making strategies or 
rules It also helps us understand when consumers are likely 
to make suboptimal choices from limited decision making 
Anderson's (1982) *theory of the firm" provides a different 
theoretical perspective from which to understand organiza- 
tional issues ın marketing MacInnis, Moorman, and 
Jaworski (1991) reconceptualize the domain of advertising 
executional cues Rather than categorizing cues as “central” 
or “peripheral,” the authors conceptualize cues 1n terms of 
their potential to enhance consumers’ motivation, ability, 
and opportunity to process information Webster (1992) 
suggests reconceptualizing the marketing discipline His 
reconceptualization moves away from a focus on profit 
maximization and transactions and toward a view of mar- 
keting that emphasizes long-term relationships with cus- 
tomers, strategic alliances, and partnerships Also from the 
standpoint of the marketing discipline, Van Waterschoot 
and Van den Bulte (1992) offer a revised perspective on the 
marketing mix—one that overcomes the limitations of the 
prevailing four P scheme Finally, at the level of science, 
Thompson, Locander, and Pollio (1989) provide a revised 
(existential phenomenology) paradigm for understanding 
the consumer experience In contrast with the extant Carte- 
sian view (rooted 1n logical positivism), the revised view 
regards consumer experiences ın context, understanding 
experiences as they are lived 

As Table 2 shows, good papers that contribute through 
revision can be evaluated according to the following crite- 
ra They should describe the need for a revised perspective 
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In some cases, this 1s accomplished by revealing and ques- 
tioning the validity of hidden or explicit assumptions, foun- 
dational premises, or tenets 1n the extant view and indicat- 
ing their limiting features In other cases, they reveal the 
prevailing metaphor used to guide thinking and illustrate 1ts 
limitations 1n. understanding the entity (see Thompson, 
Locander and Pollio 1989) Relaxing or altering these 
assumptions or using a different metaphor reveals what 
novel insights can be gained from the revised perspective 
(Shugun 1980) In still other cases, the need for a revised 
perspective 1s reinforced by reference to dynamic changes 
in firms or the marketplace that make the prevailing view 
outdated (see Hoffman and Novak 1996, Webster 1992) 
Good papers also indicate what new issues the revised view 
provides that the extant view cannot accommodate They 
may also show how the new perspective provides a differ- 
ent way of understanding the meaning of various findings 
(MacInnis, Moorman, and Jaworski 1991) or activities 
(Peter and Olson 1983) Good papers that make contribu- 
tions to a domain may also reveal aspects of 1dentification, 
in that the new perspective may identify novel constructs, 
theories, and procedures that have yet to be studied 


Similarities and differences between identifying and 
revising Conceptual contributions based on identifying and 
revising are simular yet distinct, in the ways noted 1n Table 
2 Identifying something new and providing a revised per- 
spective are similar in that both involve “envisioning” — 
that 15, conceiving a new reality Yet identifying 1s more 
closely related to the context of discovery because it 
involves observing that reality for the first time: In contrast, 
revision 1s more strongly related to the context of Justifica- 
tion because it takes what 1s known or presumed to be and 
sees it differently Identifying and revising also reflect 
opposing criteria of interestingness, as shown 1n Table 2 
Articles that contribute through 1dentification are interest- 
ing by suggesting that what 1s unseen 1s seen, what 1s unob- 
servable 1s observable, what 1s unknown 1s known, or what 
does not matter actually matters a great deal Articles that 
contribute through revision are interesting by suggesting 
that what 1s seen, known, observable, or of importance can 
be seen differently or by suggesting that what matters a 
great deal matters for a different reason than what was pre- 
viously believed 


Delineating Versus Summarizing: Contributions 
that Involve Explicating 


Delineation detailing an entity Delineation entails the 
goal of detailing, articulating, charting, describing, or 
depicting an entity Often, this charting helps researchers 
consider how the entity they study (e g , their *hometown") 
relates to the broader conceptual world around it Papers 
aimed at delineation put the researcher in the metaphorical 
role of a cartographer, whose goal is to gain better ground- 
ing on a focal entity by mapping it out Papers with a goal 
of delineation are often called conceptual frameworks, 
structural frameworks, or propositional inventories that 
describe an entity and identify things that should be consid- 
ered in its study 
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To ıllustrate, MacInnis and De Mello (2005) delineate 
the construct of hope, describing its implications for 
evaluation judgments, satisfaction processes, and risk tak- 
ing At the level of relationships and theory, Parasuraman, 
Zeithaml, and Berry (1985) delineate factors that drive con- 
sumers' perceptions of service quality (e g , gaps between 
customers’ perceptions and marketers’ actions) Churchill's 
(1979) classic article on the development of marketing 
measures details a procedure for developing marketing 
measures Frazier (1983) delineates the domain of inter- 
organizational exchange behavior in marketing channels, 
articulating factors that affect the initiation of interorganiza- 
tional exchanges, the processes involved in reviewing 
whether such exchanges should be enacted, the processes 
involved in implementing the exchange, and the outcomes 
of each of these processes Alba and Hutchinson (1987) 
delineate the domain of consumer expertise They examine 
the umpact of expertise on a set of cognitive processes that 
include cognitive effort and automaticity, cognitive struc- 
ture, analysis, elaboration, and memory They develop logi- 
cally derived hypotheses about the antecedents and conse- 
quences of expertise and factors that characterize experts as 
opposed to novices Sherry (1983) delineates the domain of 
gift giving He articulates the social, personal, and eco- 
nomic underpinnings of gift giving and develops a model of 
the gift giving process 

As Table 2 shows, “good” papers that contribute 
through delineation detail what the entity under study 1s 
(MacInnis and De Mello 2005), why its study 1s important, 
and how it changes or the processes by which it operates or 
is executed (Churchill 1979, Frazier 1983, Parasuraman, 
Zeithaml, and Berry 1985, Sherry 1983) Such papers may 
also consider what factors circumscribe the entity’s study or 
moderating conditions that may affect 1t (Alba and Hutchin- 
son 1987) They provide a roadmap for understanding the 
entity, sometimes in the form of boxes and arrows that 
demonstrate cause and effect relationships (Frazier 1983), 
pictorial models that depict processes (Sherry 1983), or 
propositional inventories or novel hypotheses (Alba and 
Hutchinson 1987) 


Summarization seeing the forest for the trees The goal of 
summarization 1s to take stock of, digesting, recapping, and 
reducing what ıs known to a manageable set of key take- 
aways Whereas delineation often specifies what relationships 
might exist (consistent with the context of discovery), sum- 
marization typically takes empirical evidence into account 
to derive conclusions about what 1s known (consistent with 
the context of justification) As Table 2 suggests, the visual 
metaphor of the researcher 1s one of an astronaut whose view 
from the spaceship allows him or her step back from the 
mountains, deserts, cities, and seas to see Earth 1n its entirety 
Purely conceptual papers with the goal of summarization 
are commonly labeled review papers or critical syntheses 
(empirical papers with this goal are called meta-analyses) 

For example, Gardner (1985) summarizes what 1s 
known about the construct of mood 1n consumer behavior 
She reviews various mood induction methods and discusses 
the direct and 1ndirect effects of positive mood on consumer 
behavior, memory, and product evaluation She also reviews 


what 1s known about service encounters, point-of-purchase 
stimuli, and communications as factors that may affect con- 
sumers” moods ın the marketplace Rındfleısch and Heide 
(1997) summarize research that draws on transaction cost 
analysis theory Wright (1980) reviews research on the use of 
thought verbalization procedures (support arguments, coun- 
terarguments, source derogations) 1n persuasion research 
Kerın, Varadarajan, and Peterson (1992) review empirical 
studies on the domains of order of entry and first-mover 
advantages Folkes (1988) reviews what 1s known about 
attributions 1n consumer behavior Wilkie and Moore (2003, 
see also Kerin 1996) summarize how the marketing dıscı- 
pline has changed across time, they summarize prior work 
by clustering 1t into four broad “eras” of marketing thought 
Reviews such as the Annual Review of Psychology’s con- 
sumer behavior reviews (e g , Loken 2005) summarize what 
1$ known about a discipline or subdiscipline 

As Table 2 shows, papers that contribute through sum- 
marızatıon indicate why summarization 1s needed or 1s par- 
ticularly timely They circumscribe what falls within. and 
outside the entity encompassed ın the review, from the 
standpoint both of a substantive focus and of sources and 
time frames along which their summary relies (Rindfleisch 
and Heide 1997, Wilkie and Moore 2003) They often 
develop a useful organizing framework within which the 
summarized material can be couched and logically linked 
For example, as mentioned previously, Wilkie and Moore 
(2003) organize the field of marketing in terms of eras 
Gardner (1985) organizes mood research 1n terms of what 1s 
known about effects ın different contexts (e g , service 
encounters, marketing communications) Folkes (1988) 
organizes her review on attributions 1n terms of antecedents 
and consequences Good papers are comprehensive in 
reviewing the papers that meet inclusion criteria, and their 
conclusions are clear, accurate, and consistent with the data 
at hand They identify knowledge gaps and lay out research 
priorities (Folkes 1988, Rindfleisch and Heide 1997) They 
may also develop managenal implications that pertain to 
the summarized findings (Gardner 1985) 


Sımılarıtıes and differences in delineating and summa- 
rizing Both delineating and summarizing involve explica- 
tion—that 1s, articulating, explaining, or drawing out ideas 
and relationships (see Table 2) Both also emphasize gener- 
alities and abstractions as opposed to particulars Thus, 
whereas studying exceptions are appropriate for contribu- 
tions based on envisioning (identifying or revising), such 
study is not the goal of delineation or summarization 
Delineation and summarization emphasize the rule, not the 
exception Both can involve statements of relationships— 
though with delineation, such statements may be in the 
form of hypotheses, while summarization statements are 1n 
the form of generalizations 

Delineation and summarization are different, however 
Delineation involves mapping or charting what might be 
(eg, what a construct might entail, what a domain might 
encompass, what relationships might exist), as would be 
true with the context of discovery In contrast, summariza- 
tion involves taking stock of what 1s empirically known 
from many disparate 1nstances, as would be true with the 


context of justification They also differ 1n that delineation 
involves expansion, by mapping out the components of a 
construct, theory, or domain In contrast, summarization 
emphasizes contraction, or the distilling of many empirical 
instances to a set of manageable conclusions 

As Table 2 suggests, delineation and summarization 
have parallel bases for interestingness Interesting ideas 
aimed at delineation suggest that what 1s simple is complex, 
what 1s micro 1s macro, what ıs small ıs big, and what 
seems to be unrelated 1s actually related In contrast, when 
it comes to summarization, interesting 1deas are those that 
suggest that what 1s complex 1s simple, what 1s big 1s small, 
and what 1s idiosyncratic 1s general 


Differentiating Versus Integrating: Contributions 
that Involve Relating 


Differentiation seeing differences Differentiation 
involves conceptual advances that add insight by distin- 
guishing, parsing, dimensionalizing, classifying, or catego- 
nzing an entity (eg, construct, theory, domain) under 
study The goal of differentiation evokes a visual metaphor 
of a naturalist who uses a magnifying glass to classify and 
categorize flora and fauna into various taxonomic and hier- 
archical categories Purely conceptual papers with the goal 
of differentiation are sometimes labeled typological, taxo- 
nomic, or classificational frameworks (Bailey 1994, Doty 
and Glick 1994) Several illustrations follow 

Houston and Rothschild’s (1978) unpublished but often- 
cited paper brought great clarity to the involvement con- 
struct by suggesting the need to differentiate among the 
entities with which one could be involved a brand, product, 
response, or situation This differentiation was viewed as 
critical because involvement 1n one entity (e g , a brand) did 
not necessarily imply involvement ın a different entity (e g , 
a product category) Moreover, theories about one construct 
(brand involvement) may be inappropriately applied to 
theories of a different construct (e g , ad involvement) At 
the level of procedure, Jarvis, MacKenzie, and Podsakoff 
(2003) argue that there 1s a critical distinction between 
using formative versus reflective indicators of constructs 
They differentiate the two and develop a set of procedures 
to help researchers identify when each should be used They 
suggest that failure to specify construct indicators correctly 
as either formative or reflective has resulted 1n model mis- 
specification 1n prior marketing research. Lovelock (1983) 
suggests that the domain of services can be differentiated 1n 
terms of the nature of the service act (whether 1t deals with 
tangible or intangible actions), who receives the service 
(people or things), the nature of the service delivery (dis- 
crete or continuous), and the presence or absence of a rela- 
tionship between the firm and customers (membership rela- 
tionship or no formal relationship) Likewise, the domain of 
“affect” can be decomposed into subcategories of emotions, 
mood, and attitudes (Cohen and Arenı 1991) At the level of 
science, Calder, Phillips, and Tybout (1981) argue for the 
need to differentiate research goals 1n terms of whether they 
are designed to apply effects (to determine whether effects 
generalize to a different setting) or to determine whether 
theory can be generalized to different settings They argue 
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that this distinction 1s important because the two goals rep- 
resent different philosophical and scientific approaches to 
the conduct of research 

Papers that contribute through differentiation demon- 
strate how entities are different They may do so by reveal- 
ing the underlying dimensions along which entities can be 
compared or by recognizing their differing antecedents, 
manifestations, or effects For example, Calder, Phillips, and 
Tybout (1981) compare effects-oriented and theory-oriented 
research 1n terms of differences in selecting respondents, 
operationalizing independent and dependent variables, 
choosing a research setting, and selecting a research design 
Good papers also articulate why differentiation matters 
Differentiation may matter because seeing the differences 
adds clarity, reduces confusion, or makes sense of out of 
what were previously regarded as inconsistent effects 
(Houston and Rothschild 1978) or viewpoints (Calder, 
Phillips, and Tybout 1981) Differentiation may matter 
because it adds precision to thinking, making it easier to 
compare findings across papers, or 1t may matter because 
lack of differentiation creates errors 1n reasoning about enti- 
ties or developing findings that pertain to them In other 
cases, differentiation matters because the articulation of dif- 
ferences helps identify novel contingencies For example, 
classifying services in terms of the extent to which they 
involve a discrete or continuous set off transactions (Love- 
lock 1983) adds new insight into the conditions under 
which being market driven matters 


Integration seeing the simplicity from the complex 
Like revision, integration involves seeing something in a 
new way, and like summarization, it involves a holistic per- 
spective However, true integration does more than lay out 
what has been found It takes what ıs known and has been 
theorized and transforms it into something entirely new 
Integration draws connections between previously differen- 
tiated phenomena, finding a novel, simplified, and higher- 
order perspective on how these entities are related Integra- 
tion involves synthesis—that 1s, the creation of a whole 
from diverse parts Integration leads to overarching 1deas 
that can accommodate previous findings, resolve contradic- 
tions or puzzles, and produce novel perspectives Thus, 
integration provides a simple and parsimonious perspective 
that accommodates complexity The metaphorical role of 
the researcher 1s that of an architect who creates a new 
building from a set of pipes, cement, steel, wiring, and win- 
dows The metaphorical tool 1s the architectural plan that 
both depicts the building ın its entirety and notes how the 
building’s specific elements fit together to make this novel 
structure Common words for papers that make such contrı- 
butions are integrative frameworks—though that term 1s 
sometimes (perhaps inappropriately) applied to papers that 
actually emphasize delineation or summarization 

Belk (1988) provides an integrated perspective on the 
construct of possessions, suggesting that they are part of 
our extended selves This perspective 1s developed by lever- 
aging research on possessions ın self-perception, research 
on the loss of possessions, and research that demonstrates 
investment of the self into possessions Drawing on litera- 
ture from multiple disciplines, he describes the functions of 


146 / Journal of Marketing, July 2011 


having an extended self, and he describes processes by 
which possessions become incorporated into the self Dick- 
son (1992) develops a theory of competitive rationality that 
integrates other paradigms (eg , Adam Smuth's “invisible 
hand,” Schumpeter’s entrepreneurial “creative destruction,” 
Simon’s bounded rationality) Petty and Cacioppo’s (1986) 
“elaboration likelihood model” provides an overarching and 
simplified perspective that accommodates myriad theories 
of attitude formation Bettman, Luce, and Payne (1998) 
develop an integrated theory of consumer choice that 
blends two perspectives on contingent choice—the effort/ 
accuracy perspective and the perceptual approach Stern 
and Reve (1980) propose the “political economy frame- 
work” for understanding the domain of distribution chan- 
nels This framework, which integrates the economic and 
behavioral approaches to understanding distribution chan- 
nels, considers the economic and sociopolitical factors that 
affect distribution channel behavior and performance 

Papers that contribute through integration accommodate 
extant knowledge Thus, they account for well-accepted 
findings while explaining puzzling findings In this way, 
they provide clarity by resolving apparent inconsistencies 
across studies For example, Petty and Cacioppo's (1986) 
elaboration likelihood model shows that many of the pre- 
vailing theories of attitude formation have validity, yet their 
value 1n explaining consumers’ attitude formation processes 
depends on whether consumers’ motivation, ability, or 
opportunity to process information 1s high or low Good 
papers also contribute by noting the parsimony achieved 
through the integrated perspective The elaboration likeli- 
hood model achieves parsimony by taking the myriad 
theories of attitude formation processes and suggesting that 
they fall into two general buckets — those based on thought- 
ful processing (which occurs when motivation, ability, and 
opportunity to process information are high) and those 
based on less thoughtful processing (which occurs when 
motivation, ability, and/or opportunity to process 1nforma- 
tion are low) 


Similarities and differences between differentiating and 
integrating The goals of differentiating and integrating are 
similar insofar as both involve comparing—that 1s, seeing 
how wholes and parts are related Yet differentiation 
involves comparisons that decompose an entity by breaking 
it down into its constituent parts and noting contrasts or 
dimensions along which the entities differ and can be com- 
pared In contrast, integration involves finding links or sim- 
ılarıtıes that connect previously disparate entities, it 
involves seeing a new whole (eg, a cake) instead of its 
constituent elements (flour, sugar, eggs, baking soda, and 
chocolate) Consistent with the notion that differentiation 
and integration are different but related forms of reasoning, 
Gardner (2008), uses the terms “lumpers” and “splitters” to 
describe people whose thinking style reflects integration 
and differentiation, respectively Lumpers are people whose 
thinking style emphasizes putting things together and find- 
ing similarities among them Splitters are people whose 
thinking style emphasizes distinctions and contrasts 

As Table 2 shows, these two contribution types have 
parallel 1nterestingness criteria In differentiation, 1deas are 


interesting because they suggest that what has been previ- 
ously regarded as simular 1s different, what 1s inseparable 1s 
separable, what 1s unidimensional 1s multidimensional, 
what 1s homogeneous 1s heterogeneous, what 1s organized 1s 
disorganized, and what 1s holistic 1s partıcularıstıc Integra- 
tion involves the opposite set of interestingness criteria 


Advocacy Versus Refutation: Contributions that 
Involve Debate 


Advocating endorsing a way of seeing Advocacy 
involves argumentation to justify or support a given conclu- 
sion With advocacy, the researcher recommends or pushes 
for something, or speaks in support of a particular view 
The metaphorical role of the researcher 1s that of a guide 
who relies on a compass to direct the path forward The 
common label for purely conceptual papers that emphasize 
advocacy 1s a position paper, an editorial, or a perspective 

Zajonc (1980, see also Zajonc and Markus 1982) advo- 
cates a theory that in the relationship between affect and 
cognition, affect is primary —it causes cognitions Prefer- 
ences (affect) need not rely on cognition, because prefer- 
ences can be acquired incidentally and nonconsciously 
through exposure, as exposure increases, so does affect To 
illustrate, Szymanski (1988) argues for the importance of 
studying declarative knowledge as a critical domain that 
affects sales performance effectiveness Hunt (1992) advo- 
cates a deontological philosophical approach to the acade- 
mic marketing discipline, arguing that the field should be 
viewed ın terms of its responsibilities and obligations As a 
discipline within a university, our field's ultimate obligation 
is to serve society, but its other responsibilities are to serve 
students, marketing practitioners, and the academy Also at 
the level of the discipline, Leone and Schultz (1980) sug- 
gest that a science of marketing should emphasize market- 
ing generalizations By identifying such generalizations, we 
can better understand what we do and do not know More- 
over, a general goal 1n the science of marketing 1s to use 
generalizations to build and modify extant theories 

Refuting rebutting a way of seeing In contrast to advo- 
cating, refuting involves argumentation aimed at rebutting, 
challenging, disputing, or contesting a given perspective 
The metaphorical role of the researcher 1s that of a prose- 
cuting attorney whose exhibits to the jury cast doubt on the 
defendant’s innocence Papers that refute a given perspec- 
tive are commonly labeled “critiques,” "rejoinders," or 
"commentaries ” 

To illustrate, Moore (1982) suggests that we abandon 
further research on the construct of subliminal perception in 
light of evidence suggesting that its 1mpact on consumer 
behavior 1s limited Lazarus (1981) issues one of a series of 
critiques against Zajonc’s theory, suggesting that Zajonc’s 
theory of affect primacy underestimates the role of cogni- 
tion ın affect generation Olshavsky and Granbois (1979) 
critique the domain of “consumer decision making,” argu- 
ıng that ın many consumer contexts (budgeting, purchase 
allocation decisions, store patronage, and brand purchase), 
decision making does not resemble the classic mode, 
indeed, decision making appears absent Sheth (1992) criti- 
cızes the subdiscipline of consumer behavior for its “unim- 


pressive umpact" on understanding consumers, particularly 
for practitioner and policy audiences 


Sımılarıtıes and differences between advocacy and refu- 
tation Contributions based on advocacy and refutation are 
similar because both involve the process of debate—that 1s, 
putting forward reasons designed to convince others about 
the validity of an idea Debate differs from explication 
because it 1s not designed to explain ideas but rather to 
change beliefs or alter the confidence with which beliefs are 
held (Walton 2006) In contrast to explication, both advo- 
cacy and refutation involve an assumption that there 1s an 
issue or something to be debated, and both involve a stance 
on that issue Both also involve an action orientation 
designed to convert belief systems to be ın line with one's 
own Both involve a normative orientation reflecting one’s 
perspective on what others should (or should not) believe 
Thus, 1n contrast to the previously discussed contribution 
types, these types of contributions emphasize change of 
social opinions 

The criteria that make advocacy and debate papers good 
are also similar Good papers state the premises and 
assumptions on which their argument 1s based They put 
forth evidence that 1s credible, unambiguous, consistent 
with the stated conclusion, and not subject to fallacious rea- 
soning Providing multiple sources of evidence that point to 
the same conclusion adds validity Conclusions are stated 
clearly and align with the argument, premise, and evidence 

Advocacy and refutation differ Whereas advocacy 1s 
designed to enhance confidence ın an idea, refutation 1s 
designed to undermine such confidence As such, advocacy 
and refutation can be conceptualized as opposite sides of a 
persuasive debate, with advocacy involving a proponent 
who puts forward a set of ideas and refutation involving a 
respondent who rebuts the argument or points out logical 
weaknesses that undermine the validity of an idea 

Because advocacy and refutation are designed to per- 
suade by taking a stance on an 1ssue about which there may 
be varying opinions, interesting propositions suggest that 
prevailing beliefs about an issue or 1ts normative appropri- 
ateness are, ın fact, ın error Thus, with advocacy, interest- 
ing propositions argue that what 1s considered false 1s actu- 
ally true, what 1s considered unacceptable is actually 
acceptable, what 1s considered wrong 1s right, and what 1s 
considered inappropriate 1s actually appropriate Interesting 
propositions pertaining to refutation suggest the opposite 


Skill Building and Facilitating Tools 


The conceptual contributions described 1n the previous sec- 
tion can form the basis for purely conceptual contributions 
However, as noted, the conceptualization 1s pertinent to any 
paper that has a conceptual element, even 1f 1t 1s an empiri- 
cal paper For example, positioning a paper may involve 
identifying a new construct, relationship, or domain, pro- 
viding a revised perspective on that entity, and/or articulat- 
ing its significance and differentiating ıt from previously 
studied entities Delineating constructs, domains, and/or 
relationships 1s critical to many papers that publish 
hypotheses or propositions Advocacy 1s used to convince 
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readers of the importance of a topic and why its study mat- 
ters Refutation 1s used when rival hypotheses that may oth- 
erwise explain results are developed and then ruled out (see 
Platt 1964) Literature reviews and discussion sections 
entail summarization of what 1s known, while the develop- 
ment of hypotheses and the interpretation of data can 
involve integration of 1deas into novel ones as well as the 
ability to advocate a particular position and refute others 
Thus, the skills involved in conceptual thinking should 
apply to most published papers, whether they are purely 
conceptual or conceptual-empirical blends 

Given the central role of conceptualization in knowl- 
edge development, 1t 1s important to understand what skills 
these types of conceptual advances entail and how these 
skills may be fostered I turn to this issue next Figure 1 and 
the bottom two rows of Table 2 play an organizing role in 
the discussion that follows As this figure and table show, 
the eight thinking skills are not only similar and different ın 
the ways previously mentioned, they also require sumilar 
and different thinking skills and facilitating tools 4 


Identifying and Hevising 


Skills Both 1dentifying and revising involve divergent 
thinking skills, both of which are critical to creativity (see 
Figure 1) Creative thinking results from “originality of 
thought, having the ability or power to create or produce, 
having or showing imagination and artistic or intellectual 
inventiveness, stimulating the imagination and inventive 
powers” (Elder and Paul 2009, p 13) Both identifying and 
revising entail the ability to break free from an attachment 
to a familiar, comforting, prevailing frame of reference or 
worldview to see things that are not obvious (Zaltman, 
LeMasters, and Heffring 1985) 

Yet they differ in other skills identified ın Figure 1 
Identification involves seeing something that has not yet 
been seen Thus, it requires a beginner’s mind A beginner’s 
mind can look at something as if seeing it for the first time 
and without inference or judgment However, revision 
involves understanding the prevailing view, which requires 
expertise in the entity under study Yet this expertise must 
be coupled with the creative capacity to see things anew 
and reconfigure the prevailing view 1n a different manner 
Thus, such a perspective requires both a beginner's mind 
and an expert’s mind and the ability to articulate why the 
revised view offers improved understanding over the pre- 
vaılıng view (Lı 1996) 


Facılıtatıng tools If identification and revision involve 
divergent thinking, how are divergent thinking skills fos- 
tered? An often-heralded method 1s the use of metaphors 
(see Thompson, Locander, and Pollio 1989) For example, 
Li (1996) descnbes how John von Neumann developed a 
new theory of mathematics and economic behavior (game 
theory) by thinking of decision making between two parties 
in terms of a game Morgan’s (2006) classic book on orga- 
nizations shows how the use of different metaphors for 
organizations (as machines, organisms, brains, cultures, 


4The discussion emphasizes the dominant (not the only) set of 
skills aligned with each type of conceptual contribution 
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political systems, psychic prisons, or instruments of domi- 
nation) has yielded novel constructs and theories about 
organizations Thompson, Locander, and Pollio (1989) use 
metaphors 1n developing and articulating a revised perspec- 
tive on science They compare the machine and container 
metaphors characteristic of logical positivism with a pattern 
and figure-ground metaphor that characterizes existential 
phenomenology 

Identification and revision can also be fostered by ques- 
tioning strongly held assumptions that may be at variance 
with the way the world actually operates Such 1s the case 
with Shugun’s (1980) work on the cost of thinking and Hol- 
brook and Hirschman's (1982) paper on experiential con- 
sumption Identification and revision can also be fostered 
by a search for anomalies, hidden events (Zaltman 1983), 
differences, and things that go against the trend as opposed 
to nonoutliers, things that are expected, similarities, and 
supportive findings 

Additional devices may foster the open-mindedness 
necessary for identification Facilitating tools include “taking 
a hike” to adjacent disciplines, seeing new vantage points 
from which disciplines view related phenomena, and con- 
sidering how their respective vantage points can fill blind 
spots ın our field's understanding (Zaltman 2000) Thus, 
understanding a construct such as "brand relationships" can 
be facilitated by examining the study of human relation- 
ships 1n sociology and psychology, mechanical relation- 
ships (as in the study of magnets in physics), or principal— 
agent relationships in economics Introspection can facili- 
tate identification because it allows a person to think about 
a new idea ın terms of whether it “feels right " Immersion 
ın an area of study can also provide insight, particularly if 
the researcher adopts a beginner’s mind and observes with- 
out predetermined perspective, which, by definition, blocks 
the ability to see something new 

Additional devices to foster revision include the use of 
heuristic devices, or previously identified bases for thinking 
about things For example, whereas early research on atti- 
tude formation processes considers consumers’ motivation, 
ability, and opportunity to process ad information, the moti- 
vation, ability, and opportunity framework may also be a 
useful heuristic for thinking about other things, such as a 
salesperson’s performance, consumers’ abilities to delay 
gratification, factors that affect involvement in brand com- 
munities, and advertising executional cues (The latter 1s 
true of MacInnis, Moorman, and Jaworski's (1991) work 
Abbott (2004) identifies a set of different heuristics (beyond 
motivation, ability, and opportunity) that he used to provide 
revised perspectives on known phenomena 


Delineating and Summarizing 


Skills From a skills perspective, delineation and sum- 
marization require logical reasoning skills, defined as the 
ability to relate what 1s known ın a linear, rational, inter- 
nally consistent, and compelling manner (Elder and Paul 
2009) Thus, they require the capacity to draw coherent 
conclusions on the basis of established findings Such rea- 
soning may be expressed 1n the form of verbal arguments or 
mathematical arguments that lay out predictions based on 


mathematical criteria Halpern (1989) proposes that such 
reasoning uses knowledge about one or more related state- 
ments to determine whether another statement 1s logically 
true 

Notably, however, the two conceptualization types dif- 
fer 1n other reasoning skills (see Figure 1 and Table 2) 
Delineation 1nvolves a process of deductive reasoning 
Such reasoning occurs when a person begins with a state- 
ment known or believed to be true and then uses this state- 
ment to make conclusions about something else A conclu- 
sion 1s valid if it necessarily follows from some statements 
called premises To illustrate, if ıt ıs known that A affects B 
and that B affects C, 1t can logically be deduced that A 
should also affect C through the mediational effect of B 
Deductive reasoning skills are useful 1n developing logical 
arguments on which hypotheses and propositions are based 
In contrast, summarization involves inductive reasoning 
Such reasoning begins with individual observations and 
then collates these observations into a higher-order set of 
conclusions Thus, if 1t 1s observed that consumers tend to 
make decision-making errors when they are in crowded 
stores, when there 1s music playing, or when their children 
are around, it might be induced that decision-making errors 
are caused by distraction, which interferes with information 
processing Because all three situations have distraction as a 
common feature, ıt becomes an overarching explanation 
that ties the individual observations together 


Facilitating tools Because delineation involves chart- 
ing, researchers have often benefited from a facilitating tool 
known as mapping (Novak 1998) A map 1s a visual repre- 
sentation of an area and its boundaries It 1s constructed ın a 
manner that enables someone who has never traveled the 
route to understand how to get from point A to B Maps 
delineate where things are 1n relation to one another With 
mapping, entities are typically labeled with words and lines 
(or arrows) that are used to denote the relationship between 
one entity and other Frazier (1983, see Figure 1) provides 
an example of mapping a domain So, too, does Parasura- 
man et al ’s (1985) theoretical model of the determinants of 
perceived service quality (see also Sherry 1983) With map- 
ping, a person states what 1s known (I can get from point A 
to point B 1n 30 minutes, I usually travel at 60 miles an 
hour) and uses this knowledge to draw conclusions (A and 
B must be 30 miles apart) 

When delineating theories, researchers might benefit 
from a “theorıes-ın-use” approach (e g , Argyris and Schon 
1974) Such an approach fosters theory development by 
understanding a phenomenon from the perspective of the 
self or someone who 1s experiencing it This tool also 
involves 1mmersion 1n a phenomenon and uses immersion 
to understand relationships Zaltman, LeMasters, and Hef- 
fring (1985) illustrate this approach through the example of 
a salesperson who views his or her role as that of a consul- 
tant (as opposed to being an advocate) for a good being 
sold This consultant perspective allows the theorist to 
develop novel propositions by listening to or thinking 
through if/then logic “If I appear to be concerned with 
understanding the consumer's problem, and if I offer gen- 
eral advice about solving that problem, then the consumer 


will perceive me to be on his or her side and thus relatively 
more objective, and hence 1s more likely to accept sugges- 
tions I make” From there, logical propositions can be 
deduced (e g , “The more oriented a salesperson 1s to under- 
standing consumers’ problems, the more likely ıt 1s that the 
consumer will accept his or her advice The more the 
salesperson displays a consulting role [as opposed to an 
advocacy role], the more likely it 1s that the consumer will 
accept his or her advice" (Zaltman, LeMasters and Heffnng 
1985, p 115) Zaltman, LeMasters, and Heffring recom- 
mend that a theories-in-use approach should also include 
unsuccessful practices Such unsuccessful practices are use- 
ful for charting boundary conditions under which the theory 
may or may not hold 

Mapping 1s also useful for summarization, though maps 
can show the underlying features or properties that connect 
specific instances to a higher-order entity For example, an 
"organizational chart"—type map might be used to suggest 
that “distraction” 1s the higher-order construct that connects 
crowds, music, and children with reduced information pro- 
cessing Summarization 1s also facilitated by outlines, 
which use devices such as headings and subheadings to 
organize materials into categories that relate studies to one 
another (see Folkes 1988, for examples of useful headings, 
Gardner 1985) Boxes 1n maps represent major headings in 
an outline, which 1n turn organize prior research in a way 
that allows for synthesis Subheadings further organize 
what 1s known, with research organized into headings that 
support a given linkage, others that do not support it, and 
still others that identify contingent factors 


Differentiating and Integrating 


Skills Various skills related to differentiating and inte- 
grating can also be identified Contributions based on dif- 
ferentiation and integration are similar Both involve com- 
parative reasoning skills, which involve the act of 
examining resemblances based on similarities and differ- 
ences However, differentiation requires analytical reason- 
ing skills, defined as the capacity to see the details of some- 
thing and to characterize them ın terms of its elements or 
constituent parts (Elder and Paul 2009) For example, the 
construct of hope can be decomposed into its constituent 
appraisals That 1s, a person feels hope when an outcome 1s 
appraised as desirable, as consistent with that person’s 
goals, and as uncertain but possible Differentiation makes 
it possible to see how hope differs from potentially related 
constructs Wishing 1s similar to hope, but whereas hope 1s 
related to future outcomes believed to be possible, wishing 
is often related to outcomes that are desirable but ımpossı- 
ble By distinguishing the essential elements or properties 
underlying hope, it is possible to understand how it 1s sımı- 
lar to and different from other constructs In contrast, inte- 
gration involves analogical thinking, which 1s defined as the 
ability to think of something in terms of something else 
Integration also requires the expertise characteristic of revi- 
sion because understanding similarities and differences 
requires prior knowledge It also requires ımagınatıon—a 
characteristic linked to identification 
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Facilitating tools Several tactics foster the comparative 
reasoning skills associated with differentiating and integrat- 
ing (see Marzano, Pickering, and Pollock 2004) Assessing 
similarities and differences 1s fostered by exercises that ask 
for comparisons of similarities and differences Such exer- 
cises may be accompanied by graphic devices, such as Venn 
diagrams, 1n which similarities are represented by the inter- 
sections of circles and differences are represented in 
nonoverlapping areas Comparison matrices are other 
graphic devices in which people develop a grid with 1tems 
to be compared along the matrix columns and characteris- 
tics linked to the items ın the matrix rows The goal 1s to 
identify features, characteristics, or dimensions along which 
the items can be compared and then to indicate whether 
these comparisons reflect similarities or differences (see, 
e g , Calder, Phillips, and Tybout 1981) 

The development of integrative thinking skills 1s particu- 
larly challenging, research indicates that people who are 
skilled at integrative thinking cannot articulate how they 
developed their integrated ideas (Dixon 2005) However, 1t 
is possible that the ability to think analogically can be fos- 
tered by training in solving analogies (eg, book ıs to 
human as is to bear) or thinking metaphorically For 
example, at least three theories have been proposed to 
explain consumer satisfaction expectancy disconfirmation, 
equity theory, and attribution theory In developing an inte- 
grative theory, perhaps analogies can be drawn between the 
theories (e g , expectation 1s to product as fairness 1s to per- 
son) By examining what aspects of one theory do and do 
not map onto aspects of other theories, a novel metaphor 
might be uncovered that accommodates both the elements 
on which the theories are comparable and those on which 
the theories are not comparable 


Advocacy and Refutation 


Skills Both advocacy and refutation involve syllogistic 
reasoning, which involves deciding whether a conclusion 
can be inferred from one or more premises (Halpern 1989, 
p 128) With advocacy, the researcher attempts to provide 
undisputed premises from which a conclusion logically fol- 
lows With refutation, the researcher disputes the premises 
and/or shows that the conclusion does not follow logically 
from them Notably, a single researcher can engage 1n advo- 
cacy and refutation with respect to his or her own ideas, 
first advocating an idea and then being critical of the per- 
suasive logic Elder and Paul (2009) call this process 
“dialectical reasoning ” 

Refutation and advocacy differ, however, in the neces- 
sity of critical reasoning skills, defined as skills of careful 
Judgment, reflection, or observation armed at questioning, 
finding fault with, and determining the merit or accuracy of 
a conclusion and/or its premises (Elder and Paul 2009) 
Such critical reasoning skills are an essential component of 
refutation 


Facilitating tools The facilitating tools linked to advo- 
cacy and refutation are similar, as Table 2 shows However, 
their application differs as researchers use these tools in an 
advocacy form to argue for what 1s true or should be 
believed or followed With refutation, these tools are used 
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to dispute or argue against a view or suggest what should 
not be believed Walton (2006, see also Walton, Reed, and 
Macagno 2008) suggests that evaluating the plausibility of 
persuasive arguments can be fostered by argument dia- 
grams With argument diagrams, verbal arguments are 
translated 1nto a set of diagrams that visually depict the 
premises and the conclusions derived from them This dia- 
gramming makes the premises and conclusions explicit, 
making it easier for the evaluator to determine whether they 
are defensible 

Researchers can also be trained to 1dentify argumenta- 
tion schemes, which are various types of plausible argu- 
ments whose validity can be assessed by a set of questions 
A common argument scheme 1s to appeal to an expert For 
example, “Jones 1s an expert 1n marketing relationships 
Jones claims that power imbalances between two parties 
will undermine the relationship’s tenure Therefore, power 
imbalances do indeed undermine a relationship’s tenure ” 
When the scheme 1s identified, a set of questions can be 
asked that help validate the plausibility of this conclusion 
With such appeals to expert schemes, a researcher can ask 
(1) Is Jones indeed a credible expert? (2) Is Jones an expert 
in the area of marketing relationships? (3) Is Jones’s asser- 
tion based on solid evidence? and (4) Is the conclusion con- 
sistent with what other experts would say? Walton (2006) 
identifies a set of other argument schemes and associated 
questions Such schemes include arguments based on popu- 
lar opinions, arguments based on analogy, arguments that 
use correlation to assume causation, and arguments based 
on purported consequences, among others In each case, the 
goal is to articulate a set of questions designed to help 
assess whether the premise and the conclusions drawn from 
it are valid 

Advocacy and refutation can also be based on known 
persuasion tactics, the awareness of which can facilitate 
refutation For example, researchers can be trained to check 
for fallacies, such as the use of false dichotomies, circular 
reasoning, the provision of irrelevant reasons, the use of 
weak or inappropriate analogies, the use of emotional (sug- 
gestive or propaganda-like) language, the use of appeals, 
tradition, oversimplification, and incomplete or erroneous 
comparisons, among others Gula (2007) provides excellent 
examples of these reasoning fallacies 


Moving Forward 


I conclude with a set of recommendations for moving our 
field forward in making future conceptual advances These 
recommendations are clustered into four categories (1) 
valuing conceptualization, (2) addressing shortages, (3) 
developing/sustaining a beginner’s mind, and (4) fostering 
training 1n conceptual skill development 


Valuing Conceptualization 


Conceptualization 1s critical to vitality of academic fields — 
whether 1t 1s manifest 1n purely conceptual papers or 1n con- 
ceptual-empirical blends Yet our field seems to have 
swung in the direction of valuing the empirical over the 
conceptual (e g , Kerin 1996, Stewart and Zinkhan 2006, 
Webster 2005, Zaltman, LeMasters, and Heffrng 1985) 


This movement 1s evident not only 1n the decline in purely 
conceptual papers 1n our field's top journals but also 1n the 
fact that empirical advances (in methods, statistics) and 
empirically focused PhD coursework have outpaced con- 
ceptual advances and courses Empirical methods are essen- 
tial, but unless they are accompanied by good and ınterest- 
ing 1deas, their value diminishes 

Moreover, whereas all articles (empirical and concep- 
tual) are essential to the advancement of the field, concep- 
tual articles play a special role by addressing big 1ssues for 
which an accompanying empirical component may be 
1mpossible, particularly 1n the space of an academic Journal 
article Such papers are more likely to have an impact in 
both their influence on other's work and the external recog- 
nition they receive (Yadav 2010) The precipitous decline of 
such articles suggests that the field may be missing 1mpor- 
tant 1deas 

It might be argued that our field zs open to conceptual 
papers, but their exposition 1s best suited to books (versus 
journal articles) Indeed, some of the most highly cited 
works 1n marketing and consumer behavior have appeared 
in books (e g , Bettman 1979, Howard and Sheth 1969) Yet 
books are no longer valued 1n promotion and tenure deci- 
sions, giving authors little incentive to write them More- 
over, many of the most provocative conceptual pieces that 
appear in books today come from the practitioner commu- 
nity This outcome undermines the credibility of the acade- 
mic community, which ın turn can taint our reputation as 
thought leaders 

It might also be suggested that the field zs open to con- 
ceptual papers by pointing to articles (AMA Task Force 
1988, Yadav 2010) and editorials (e g , Kohli 2009, Monroe 
1993) that acknowledge their importance Indeed, some of 
the field’s most respected and influential thought leaders 
express this view Yet these calls remain largely unheeded 
Why? Maybe we lack of a framework for thinking about 
conceptualization The articulation of such a framework has 
been the goal of this paper However, perhaps our field has 
an empirical bias that disinclines reviewers to accept such 
papers (which ın turn disinclines authors to write them) 
This state of affairs would be unfortunate An astounding 
number of fundamental and interesting constructs, theories, 
domains, and procedures were introduced to the marketing 
field from 1952 to 1977 (see Wilkie and Moore 2003, Table 
5) because openness to thinking conceptually was deemed 
important 

This openness needs to be recaptured Editors play a 
central role in directing this openness They should be 
explicit (as 1s Kohli 2009) in communicating their receptiv- 
ity to conceptual papers Editorials, meet-the-editor ses- 
sions, and editorial review board meetings should be oppor- 
tunities to discuss their stance on such papers Yet editors 
alone do not bear the responsibility of driving the direction 
of the field Reviewers should be sufficiently open-minded 
to accept articles based not on the nature of their execution 
(1€ , whether they are empirical or conceptual) but rather on 
the rigor and quality of their ideas Finally, authors should 
be emboldened to write conceptual papers In addition to 
writing papers that emphasize incremental findings (eg, 
understanding moderators and mediators of a known rela- 


tionship), authors should assume responsibility for address- 
ing interesting and novel domains, theories, constructs, and 
procedures that will augment the field’s vitality 


Attending to and Addressing Shortages 


My “armchair review" of the conceptual articles published 
in the field's top journals over the past 25 years reveals a 
preponderance of articles that emphasize differentiation 
and delineation Summarization papers are increasingly rare 
and are often relegated to specialized journals or book 
chapters Furthermore, current standards seem to demand 
that summarization-type articles be complemented by 
empirical validation, as is true with meta-analysis Meta- 
analysis 1s an extremely valuable procedure Yet not all 
entities have a sufficient level of development or compara- 
bility to make for a useful meta-analysis Meta-analysis 
may be most relevant to well-entrenched research domains 
in which researchers have examined similar phenomena 
that vary 1n context and procedures They may be less use- 
ful for understanding an entity for which research 1s emer- 
gent, yet not yet entrenched 

Relatedly, although we do have articles that are called 
"integrative reviews," many (including my own) are sum- 
marization (not integration) papers True integration papers 
are rare Perhaps this 1s because they require a full set of 
conceptual thinking skills In addition to expertise and a 
beginner’s mind, they require the ability to see differences, 
the ability to think 1nductively about how various perspec- 
tives are related, the ability to take a creative stance on the 
entity, the ability to use deductive reasoning to put forth 
new arguments, and the ability to do so persuasively Per- 
haps some forms of integration may be most successful 
when accompanied by structural models that test an 1ntegra- 
tive perspective (e g , MacKenzie, Lutz, and Belch 1986) 
Nonetheless, the value of integration cannot be underesti- 
mated Consider, for example, the 1ncredible productivity 
engendered by the elaboration likelihood model of persua- 
sion, which 1s a truly integrative perspective on attitude for- 
mation processes 

Debate exists, but with the exception of the recent “Dıa- 
logues" sections 1n Journal of Consumer Psychology, it 1s 
rare Indeed, some journals discourage debate by having a 
policy that excludes rejoinders Perhaps debate 1s discour- 
aged because it 1s perceived as instilling ill will among 
researchers and fragmenting a research community Fur- 
thermore, authors may consider debate risky Those who 
attempt to refute the 1deas of other authors may find their 
own work rejected by these same individuals Perhaps 
debate 1s less prevalent ın marketing than ın other dıscı- 
plines because debate 1n other disciplines often centers on 
theories, 1n marketing, we have been less adept at develop- 
ing, proposing, and debating theories than in borrowing 
theories developed elsewhere To the extent that we borrow 
a theory, we do not spend time debating its validity 

Relatively few purely conceptual papers emphasize new 
constructs or theories Perhaps new constructs and theories 
are more likely to appear in empirical than in purely con- 
ceptual papers However, I fear that our discipline lacks a 
sufficient emphasis on developing new constructs and 
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theories (see also Stewart and Zınkhan 2006) Empirical 
papers that emphasize new relationships seem to study 
“effects” (e g , relationships between variables) Even if 
they include moderators that identify contingencies for the 
effects or mediators that specify the process by which 
effects are observed, they often stop short of using these 
observations to build novel theory 

Identifying shortages is important because all types of 
conceptualizations add value To the extent that our field 
emphasizes one type of thinking over another, knowledge 1n 
the field may be stunted Indeed, the eight types of contri- 
butions noted 1n Figure 1 might be characterized as reflect- 
ing the process by which knowledge of an entity evolves 
Knowledge begins when something new 1s first identified 
Research advances by efforts to delineate 1t Through delin- 
eation, complexities are realized that, 1n turn, require differ- 
entiation, which ensues from deeper thinking Clarity from 
differentiation gives way to agreed-on views that are advo- 
cated and seem true Subsequent thought may give way toa 
revised perspective, with summarized views on the revised 
view giving way to integrated perspectives Refutations of 
the integrated view give rise to the identification of novel 
ideas In this view, the eight conceptual contributions reflect 
the evolution of conceptual 1deas about the entities 1n Table 
] from their early 1dentification to more complete perspec- 
tives on them Thus, the eight types of conceptual skills 
capture the development of knowledge and ultimately 
reflect the engine of scientific progress As such, attentive- 
ness to the underrepresentation of certain types of conceptu- 
alizations and their bases 1s important 


Developing and Sustaining a Beginner's Mind 


Big areas of research begin with the process of 1dentifica- 
tion Indeed, it might be argued that identification 1s the 
most important of the conceptualization types Yet our field 
does little to support the beginner’s mind that 1s conducive 
to identification In fact, 1t seems to dampen it The people 
who are perhaps most adept at identification are first-year 
PhD students Yet, they are immediately “ındoctrınated” to 
learn a prevailing paradigm Thus, they are trained as 
"game theorists," "information processing researchers," or 
"transaction cost analysis researchers" according to their 
advisor's interests and expertise Such training may suggest 
that prevailing views are "right," silencing new ways of 
thinking Among more experienced academics, ındoctrına- 
tion creates levels of comfort, which may minimize identifi- 
cation by disinclining the researcher to movement outside 


his or her comfort zone Moreover, instead of developing a 
beginner's mind, researchers often immerse themselves 1n 
the academic literature for sources of inspiration Turning to 
the literature 1s useful, but ıt can stymıe identification by 
inclining us to understand something 1n terms of established 
ideas 

A critical avenue for cultivating a beginner’s mind 
stems from ımmersıon ın the phenomenon of interest Inter- 
esting new insights can come from observing managers, 
consumers, and retailers and from understanding their day- 
to-day realities For example, a student doing a dissertation 
on social media may uncover new ideas from reading blogs, 
following people on Twitter, and reading posts of reviewed 
products Immersion 1n the phenomenon encourages those 
with strong conceptual thinking skills to 1dentify what oth- 
ers have not yet discovered Yet immersion 1s rarely encour- 
aged, except among scholars who adhere to the consumer 
culture theory paradigm We need to support a beginner’s 
mind Supporting a beginner's mind through immersion can 
further enhance the 1mpact of marketing scholars on the 
managerially, socially, and politically significant issues that 
face consumers and marketers alike To the extent that we 
deeply understand the phenomena we study, we may have 
more credibihty with external constituents (e g , the press, 
managers, policy makers, students) 


Training in Conceptual Thinking Skills 


Finally, 1t strikes me that conceptualization and its attendant 
thinking skills are not emphasized in doctoral training 
Instead, the importance of conceptualization and knowledge 
of conceptual thinking skills 1s often tacit, making 1t possı- 
ble and even hkely that gaps 1n conceptual thinking arise 
This 1s unfortunate because conceptual thinking skills are 
critical to all scholarly works —even those that blend con- 
ceptual ideas and empirical data It 1s also unfortunate 
because literature pertaining to these thinking skills 1s both 
extensive and emunently teachable For example, outside 
marketing, 1t 1s relatively easy to find work that describes 
skill development related to persuasion and logical thinking 
skills (e g , Walton, Reed, and Macagno 2008), induction 
(Holland et al 1987), and deduction (Bonevac 2003), 
among others We should offer students a language for these 
conceptual thinking skills and provide guidelines for how 
such skills might be developed It is my hope that this artı- 
cle, and the typology 1t describes, provides a starting point 
for making these ideas explicit, 1n turn making contributions 
a priority for the next generation of marketing scholars 
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Sophistication in Research in 
Marketing 


Over the years, the level of analytical rigor has risen in articles published in marketing academic journals While, 
ceteris paribus, rigor ts desirable, there is a growing sense that rigor has become a, if not the, goal for research in 
marketing Consequently, other desirable characteristics, such as relevance, communicability, and simplicity, have 
been downplayed, to the detriment of the field of marketing The authors explore this imbalance, setting forth the 
consequences of overemphasis on rigor for (1) the manuscript review process, (2) PhD programs, (3) hiring, and 
(4) the tenure and promotion review process Two surveys of “successful” authors provide empirical support for the 
conjectures put forth The authors then identify the causes for thts trend and propose some directions to reestablish 





a better balance between rigor and relevance 


Keywords priorities, communication, relevance, rigor 


arketing, almost by definition, 1s an applied field of 
inquiry Moreover, ıt is boundary spannıng ın that ıt 
interfaces with almost every aspect of the firm 
Consequently, research 1n marketing should be broad in 
nature and strive to yield insights that potentially help us 
better understand the consequences of marketing actions 
and improve the practice of marketing Of course, it 1s also 
1mportant to ensure that the findings of any research are not 
incorrect because of faulty research procedures The tension 
between making sure our field provides insights that are 
relevant and accessible and the quest to make sure that the 
insights are not incorrect as a result of faulty analysis has 
been present for at least 50 years However, recently there 
has been a noticeably increased emphasis on the use of 
(often unnecessarily) complex analyses and an accompany- 
ing decrease in emphasis on the importance of the topics 
explored and the substantive insights that come from these 
explorations This analytical complexity has one clear 
downside It hinders communication, making any insights 
associated with the research less accessible to managers as 
well as to most other academics Another consequence of 
increased complexity 1s that marketing scholars are parti- 
tioning themselves into small groups, in which each group 
is defined by the particular kind of complexity that group 
favors, leading to fragmentation of the field We attribute 
this fragmentation partly to the fact that only a small subset 
of scholars feels competent to evaluate (or understand) a 
particular researcher’s theory, methods, and findings and 
partly because scholars have concluded that being more 
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technically sophisticated increases their probability of being 
“successful” academics This growing complexity of research 
and fragmentation of the field increases the likelihood that 
any given piece of academic research 1n marketing speaks 
only to a limited set of marketing academics It also implies 
that the research 1s less likely to examine issues that span 
boundaries As a result, academic research ın marketing has 
less 1mpact on both the practice of marketing and overall 
knowledge development Importantly, as the field of mar- 
keting focuses more attention on rigor, other disciplines are 
addressing substantively important topics that are inher- 
ently concerned with either marketing functions (e g , sup- 
ply chains, service quality, pricing, new types of communi- 
cations) or broad topics related to complex interactions 
within the firm and between the firm and customers and 
competitors ! The net effect of all this 1s that our field 1s 
becoming increasingly marginalized 

This article considers some of the forces driving the 
field of marketing toward complexity at the expense of rele- 
vance The tendency to make rigor a goal unto itself during 
the review process has implications for the types of papers 
that are published, the type of education provided to PhD 
students, and the type of marketing faculty being hired and 
promoted by major business schools The changes in PhD 
programs and marketing faculties, ın turn, increase the level 
of complexity expected 1n academic research 1n marketing, 
resulting 1n self-reinforcing feedback loops We examine 
the implications of this complex feedback loop for different 
stakeholders within the marketing field and provide sugges- 
tions of ways to rebalance the trade-off between needed 
rigor and the quest for relevance 


IFor example, Management Science recently had a call for 
papers that examine marketing’s various interfaces with other dis- 
ciplines More than 150 papers were submitted, a figure that 
exceeded the annual submission to the department of Marketing 
within Management Science. Moreover, the department exhibited 
no decrease in normal submissions, implying almost no cannibal- 
ization of normal marketing topics 
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The “System” Behind Publications 


The phenomenon we discuss has come about because of a 
variety of interrelated causes, including faculty hiring 
sources, PhD program input and training, promotion and 
tenure decisions and processes, and the review process Fig- 
ure 1 summarizes a “model” of the system Two aspects of 
the model deserve special attention First, while there 1s 
some temporal ordering of the different causes and effects, 
almost all the major components of our system have feed- 
back loops (indicated by dashed lines in Figure 1) For 
example, the outcome of the review process ın terms of 
published papers affects faculty perceptions of what 1s 
needed, “correct,” and valued and, thus, the papers they 
subsequently produce and submit 

Second, the review process plays a central role 1n the 
system Other components either directly or indirectly drive 
both the type of papers that are submitted through the selec- 
tion and the training of faculty, most notably through PhD 
programs, or are driven by the outcome of the review 
process (1e, what gets published) and subsequent tenure 
and promotion decisions In terms of feedback, faculty 
members observe what is published (which they interpret as 
the equivalent of best practices) and the outcome of promo- 
tion and tenure decisions and accordingly modify their 
work and sense of what constitutes good research There- 
fore, the overall system tends to move in a particular direc- 
tion as the various players make decisions that reinforce the 
current direction, much 1n the way an informational cascade 
(Bikhchandani, Hirshleifer, and Welch 1992) works In what 
follows, we describe 1n more detail the behavior of key 
components of the system, with a particular emphasis on 
the review process 


The Sources of Faculty 


We begin our discussion on the trade-off between rigor and 
relevance by noting that there have been significant changes 
1n our field over the past 50 years Major changes were trig- 
gered when both the Ford Foundation and the Carnegie 
Foundation sponsored studies in the early 1960s, which 
concluded that business training needed to become more 
analytical (for a more complete discussion of these events, 
see Danneels and Lilien 1998, Wilkie and Moore 2003) In 
response to this observation and to shift the focus of MBA 
education toward making decisions based on careful (often 
quantitative) analysis, the field began to draw more heavily 
on underlying disciplines, such as economics, statistics, 
operations research, psychology, and sociology As a result, 
marketing began to import scholars trained ın other dıscı- 
plines’ methods and to shift marketing PhD training from 
primarily business-related courses to courses in the basic 
disciplines This radically altered academic marketing 
research, which had previously been largely descriptive 
Interestingly, while scholars from the basic disciplines 
have continued to migrate into marketing, this migration 
has subtly changed over the years In the initial migration, 
most new entrants not only addressed marketing-related 
issues but also attached their identity to the field of market- 
ing More recently, however, many scholars 1n marketing 
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FIGURE 1 
The Research System and Feedback Loops 
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departments are (or would intellectually like to be) more 
strongly affiliated with a discipline other than marketing In 
addition, there 1s a belief among many faculty members that 
the basic disciplines are more rigorous and “sophisticated” 
as well as prestigious and thus possess characteristics that 
should be emulated Consequently, young scholars (and 
reviewers) tend to employ the most recent (and complex) 
methods and standards popular ın specialized areas (ın 
effect engaging 1n a technical sophistication arms race), 
which 1n many cases are not needed or helpful 1n under- 
standing relevant marketing phenomena 

These changes have led marketing departments to place 
more emphasis on hiring technically competent faculty 
Such hiring strategies are not irrational or entirely undesir- 
able, insofar as marketing 1s constantly evolving and new 
theories and methods have played a major role in its 
advancement However, the net effect 1s that each new crop 
of faculty hires tends to have successively more technical 
sophistication but less understanding of, and appreciation 
for, the range of important marketing problems As these 
newly minted faculty members join the army of reviewers 
in our field, they naturally accelerate the shift Ellison 
(2002) identifies ın moving the reviewing criteria away 
from idea quality and toward methodological sophistica- 
tion Thus, the desire to acquire additional sophistication 
has the unintended consequence of ultimately affecting the 
review process and, consequently, what 1s published 


Journal Proliferation 


The migration of scholars from the basic disciplines and the 
resultant incorporation of these disciplines’ ideas and con- 
cepts 1n marketing 1s not the only major change 1n our field 
that has led to more emphasis on execution and fragmenta- 
tion of ideas and problems addressed From a single journal 
ın 1925 (Journal of Retailing), the academic marketing out- 
lets for new ideas expanded fairly modestly to four by 1964 
(adding Journal of Marketing, Journal of Advertising 
Research, and Journal of Marketing Research) and six by 
1974 (adding Journal of Advertising and Journal of Con- 
sumer Research) Since then, the number of journals has 
exploded (for a more complete listing, see Lehmann 2005) 
and continues to expand This has encouraged specializa- 
tion of topics, methods, and language, ın effect both recog- 
nizing and encouraging a splintering of marketing acade- 
mics The net result 1s that authors are talking to a smaller 
and smaller subset of scholars who have a common interest 
in a relatively small set of well-defined problems as well as 
a common research paradigm and language The increasing 
rigidity (if not isolation) of these ever-narrowing domains 
contributes to the field’s move away from big, boundary 
spanning ideas and toward specialized methodology 


The Review Process 


All these changes have greatly affected the manuscript 
review process We discuss the review process in some 
detail because it plays a pivotal role ın what 1s ultimately 
published and thus ultimately affects what the field views 
as “successful” academics and research In addressing this 
topic, we acknowledge that we are not the first to discuss 
these issues, nor 1s this discussion unique to marketing For 
example, discussions about the review process have also 
appeared in the economics (Ellison 2002) and accounting 
(Swanson 2004) literatures 

We begin with a discussion of Ellison’s (2002) model, 
in which he posits that reviewers continually try to deduce 
the current social norm for evaluating overall quality He 
argues that the evaluation process naturally shifts toward an 
overweighting of the execution quality relative to the idea 
quality (importance and interest of its main ideas) He 
attributes this to the 1dea that reviewers overrate the execu- 
tion quality of their own research and, therefore, based on 
the reviews they receive of their own work, come to believe 
that the 1mportance (as viewed by the field) of execution 
quality 1s greater than they initially thought The cycle 
repeats itself, with the end result being that what Ellison 
calls “r” quality (executional rigor) dominating “g” quality 
(relevance and interest) Ellison goes on to argue that this 
tendency to overemphasize executional rigor also results 
from reviewers trying to impress the editor by requiring 
complex revisions and sometimes even imposing execu- 
tional quality standards above the norm to hold others back 

These changes in the review process have also been dis- 
cussed 1n the marketing literature McAlister (2005) draws 
attention to the relevance of Ellison’s (2002) model for the 
evolution of the field of marketing Yadav (2010) docu- 
ments the shift of Journal of Marketing away from concep- 


tual articles, and Reibstein, Day, and Wind (2009, pp 1-2) 
lay out the implications of marketing’s shift 1n reviewing 
criteria from idea quality to methodology 


The prevailing research paradigm in most parts of market- 
ing academia 1s to begin with a new methodology, data 
set, or a behavioral hypothesis and only then occasionally 
ask where ıt might be applied This reduces the odds of 
addressing a pressing marketing issue The resultant con- 
clusions are of some relevance to other researchers, but 
they offer little guidance for marketing decision making 


Reibstein, Day, and Wind call for a change ın the academic 
marketing research process In particular, they suggest "that 
a better approach 1s to begin with an important problem and 
bring to 1t the best combination of methodology, data and 
theory" (pp 1—2) This largely reprises the thesis of Lodish 
(1986), who asks the rhetorical question whether it 1s better 
to be vaguely right or precisely wrong 

The shift 1n reviewing emphasis has had a particularly 
negative impact on two types of papers The first are papers 
that break genuinely new conceptual ground Such papers 
are likely to be criticized for their lack of theory This criti- 
cism takes the somewhat absurd position that the new 
theory must be justified by old theory Reviewers (and edi- 
tors) often do not seem to recognize that 1f theory 1s new, 1t 
often cannot be justified by old theory, rather, new theory 
may well contradict old theory (How could Einstein have 
justified E = mc? based on Newton's F = ma?) Instead, the 
operational definition of good execution ın terms of theory 
ıs a paper that includes a long section describing what oth- 
ers have already published, some of which 1s typically (1) 
already widely accepted and (2) obvious Indeed, a better 
measure of the potential of a paper to make major new con- 
tributions to theory may be the /ack of references to prior 
work —ın other words, the work stands on its own 

The second type of paper that has been adversely 
affected 1s one that presents purely empirical (but interest- 
ing) results — that ıs, new and interesting stylized facts — but 
is largely devoid of theory In such cases, the reason often 
given for rejection 1s that the paper 1s not "sophisticated" 
because it does not test a preexisting theory Yet Brahe's 
careful measurements (empirical facts) were the basis for 
his student Kepler”s laws (a new theory) Likewise, the ını- 
tial work on the mere measurement effect (Fitzsimons and 
Morwitz 1996) was basically a set of new stylized facts that 
spawned a stream of research aimed at better understanding 
why this effect occurred Another example of a new and 
interesting stylized fact 1s the work of Blattberg and Wis- 
mewski (1989), who point out the empirical regularity that 
promotion of top-tier brands strongly affects lower-tier 
brands, but 1n general the converse effect 1s not observed 
This observation has led to others trying to understand why 
this occurs Finally, we note 1n passing that much has been 
said about whether theory or data come first (1 e , 1s it ETET 
or TETE?), see, for example, the discussions of Bass (1995) 
and Ehrenberg (1995) A more pragmatic and useful view 1s 
that ıt does not matter which comes first, only that each 
type contributes to future work This strongly suggests that 
both types of papers should be valued by our profession and 
are equally important to the advancement of knowledge A 
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corollary to this is that it 1s not clear that requiring all 
papers to be strong on theory and empirical results (or on 
analytical rigor and substantive content) is the best way to 
advance the field 

A common example of reviewers’ overemphasis on the 
execution quality of a paper 1s a formulaic adherence to 
what constitutes “good” research Take, for example, the 
“bias” against construct measurement based on only one or 
two items Clearly, measurement based on only a few fallı- 
ble measures has limitations, but 1t also has benefits For 
example, respondent burden 1s reduced Furthermore, there 
ıs diminishing value in reducing random error through aver- 
aging multiple items (which often are merely slight restate- 
ments of each other) Formulaic rules such as “you need a 
minimum of three items per construct” ignore reality Some 
constructs can be adequately captured with just one ques- 
tion (eg , attitude toward ads and brands, Bergkuist and 
Rossiter 2007), while attitudes toward tenure, war, and so 
on may be nuanced and multifaceted and may require far 
more than three 1tems, or even dimensions, to capture them 
Other examples are the “rules” that one must (1) use struc- 
tural equation modeling versus regression when analyzing 
survey data, (2) run at least three experiments, (3) have 
interaction effects 1n. addition to main effects, and (4) 
always have longitudinal data 1f you want to overcome 
common method bias These rules confuse desirability with 
hard and fast requirements 


How Successful Authors View the 
Review Process 


We wondered 1f there 1s a consensus supporting our conjec- 
ture that the review process 1s slanting the field's research 
away from big 1deas and toward execution (One hypothesis 
is that our views are 1n the minority and that most market- 
ing academics feel the field 1s moving in the right direc- 
tion) Therefore, we broadened our inquiry by sampling 
“successful” authors, specifically those researchers who had 
published 1n Journal of Marketing (JM), Journal of Market- 
ing Research (JMR), Journal of Consumer Research (JCR), 
or Marketing Science between January 2005 and January 
2009 (For better or worse, many 1n the field refer to these 
as the top four "A" journals 1n marketing ) We selected this 
group of authors because we believed that they would be 


more likely to have a positive view of the review process, 
given that they received at least one favorable review out- 
come Moreover, they are also likely to be reviewers for those 
Journals and thus part of the "system " We sent e-mails to 
every author who met this criterion for whom we could obtain 
an e-mail address This resulted 1n a list of 510 authors, of 
whom 286 completed our survey, for a response rate of 
56% The respondents represented a broad cross-section of 
the field, with 22% being 1n the field for 5 or fewer years, 
23% for 6-10 years, 26% for 11—20 years, and 24% for 21 
or more years (6% of respondents did not respond to this 
question) 

Using the critical 1ncident method, we asked respon- 
dents to evaluate two recent reviews, one that they would 
classify as “useful” and another they would classify as “not 
useful" Respondents then reported on the nature of 
requests made for both types of reviews As we report 1n 
Table 1, three kinds of requests were more likely to be asso- 
ciated with “useful” (vs “not useful") reviews enhance 
managerial relevance, provide a stronger theoretical justıfı- 
cation, and defeat (rule out) an alternative explanation 
Three kinds of requests were more likely to be associated 
with “not useful" (vs "useful") reviews use a different 
model, use a more complex method, and alter the thrust of 
the paper The other two types of requests often mentioned 
were to extend the exploration to other areas (19%) and col- 
lect new data (46%) These were equally likely to be 
requested 1n helpful and unhelpful reviews Thus, it appears 
that authors perceive reviews as “useful” if the requests 
focus attention more on the quality of the research question 
versus the methodology used in the paper In contrast, 
authors are more likely to perceive reviews as “not useful" 
when the review team 1s concerned with the execution of 
the research and/or tries to “rewrite” the paper by altering 
the thrust of the author's intended exploration The impact 
of these different requests 1s also of interest When those 
researchers who were asked to use a more complex method 
or a different model were asked whether their conclusions 
were altered by the 1ncreased complexity, more than 80% 
indicated that the conclusions did not change, only 19% of 
the time did these authors report that the more complex 
analysis gave the reader (or them) new insights In contrast, 
they reported the paper became more difficult to read as a 
consequence of this new analysis 38% of the time In addi- 


TABLE 1 
Characteristics of Useful and Not Useful Reviews 


% Indicating That 


% Indicating That 


They Received This They Received This 





Request in the Request in the Index = 
“Useful” Review = “Not Useful” Review = USEFUL/ 
USEFUL NOT USEFUL NOT USEFUL 

Reviewer Request Associated with “Useful” Review 

Enhance managerial relevance 33% 14% 2 36 

Provide stronger theoretical justification 60 39 1 54 

Defeat an alternative explanation 48 36 133 
Reviewer Request Associated with “Not Useful” Review 

Use a different model/use a more complex method 30% 48% 63 

Alter the thrust of the paper 27 46 59 
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tion, almost 49% indicated that they received a request to 
provide more complex analyses at least 50% of the time 
over the past five years, while only 22% indicated they had 
never received such a request In contrast, when the authors 
were talking about useful reviews, 45% of those who were 
asked to increase the managerial relevance indicated that 
this resulted 1n new insights, and 41% indicated it improved 
the focus of the paper We take this as additional evidence 
that our field believes the review process 1s overemphasiz- 
ing complexity because, in general, successful authors 
receiving these reviews do not believe such requests 
enhance the paper (We can only imagine the reactions of 
unsuccessful authors ) 

A separate study of 212 authors who had published in 
Marketing Science during the past ten years further 
addressed these issues Specifically, 1t asked the two follow- 
ing questions (1) “One comment often heard is that the 
review team 1S too ‘involved’ ın the review process and asks 
the author(s) to rewrite the paper in a different direction 
than the initial submission Do you think this happens at 
Marketing Science?" and (2) “Another comment heard 1s 
that the review team asks the author(s) for more complex 
analysis/models even though such analysis/models are not 
necessarily needed Do you think this occurs at Marketing 
Science?” Approximately 80% of respondents indicated that 
both requests occurred most or all of the time 2 They were 


?Exact responses were as follows Does Marketing Science ask 
authors to rewrite the paper in a different direction? 18% of 
respondents answered “all of the time," and 60% answered “most 
of the time " Does Marketing Science ask for more complex 
analyses? 29% of respondents answered “all of the time," and 
45% answered “most of the time ” 


also asked that 1f such requests occurred, should the editor 
step 1n and say that these requests are not the prerogative of 
the review team Approximately 80% agreed the editor 
should take such an action (We return to this recommended 
editor action later 1n this essay ) 

Because the four journals we focused on differ 1n focus, 
we analyzed the respondents' reactions by journal The 
results (Table 2) are noteworthy While there 1s a clear 
endogeneity 1ssue here (1e , authors select journals partly 
on the basis of the type of reviews they expect to get), the 
Journals 1ndeed have different profiles 

The first row of Table 2 indicates that, for approxi- 
mately 20% of the respondents, JM 1s the Journal they read 
most and 1n which they publish most often (and incidentally 
is the most highly cited of the four), while JCR accounted 
for 40% of the respondents The other two journals each 
accounted for approximately 20% (The remaining 3% of 
the respondents indicated that their preferred journal was 
not one of the four listed journals ) The second row shows 
that the four studied journals attract similar mixes of new 
and seasoned authors, with the length of time our respon- 
dents have submitting papers to these journals being 
approximately 12 years The next six rows of Table 2 sum- 
marize authors’ evaluations of the journal that they publish 
in or read most frequently While all authors report that the 
journal’s published articles tend to use overly complex sta- 
tistical methods, are often written too technically, and use 
too academic a tone, JMR and Marketing Science tend to be 
especially high on those dimensions Despite this, 65% of 
the authors report that their papers umproved as a result of 
the review process most of the time, and 43% report the 
review process was satisfactory most of the time This sug- 


TABLE 2 
Authors' Evaluations of the Journal in Which They Publish Most 





Measures 


96 of authors reporting this journal as the one 
which they publish in or read most frequently 

Authors’ length of time in field (1 = “2 or fewer 
years," and 5 = "more than 20 years") 


Papers in This Journal 

Emphasis on theory (1 = “too little," and 5 = 
"too great") 

Use of statistical methods (1 = "too elementary," 
and 5 z "too complex") 

Writing (1 = “too elementary," and 5 = “too 
technical”) 

Tone (1 = “too practical,” and 5 = “too 
academic”) 

My papers were improved by reviews (1 = 
“never,” and 5 = "always") 

The review process was satisfactory (1 = 
“never,” and 5 = “always”) 

26 of authors reporting this journal to have 
provided the “useful” review they evaluated 

% of authors reporting this journal to have 
provided the "not useful" review they evaluated 


Marketing 
JMR JCR JM Science 
16% 40% 20% 21% 
3 52 3 48 3 48 3 67 
2 86 3 39 2 84 2 80 
3 52 2 98 3 30 3 72 
3 48 3 18 3 14 3 59 
3 48 3 18 3 14 3 59 
3 45 3 62 3 86 3 63 
3 29 3 20 3 50 3 43 
2996 2696 2696 1296 
2796 3096 1296 19% 


a eee ee 
Notes Based on N = 249 advertisements Attention duration for the advertisement as a whole is not the exact sum of attention to the separate 
ad elements, because attention to overlapping ad elements is assigned to both Raw JPEG file size is shown, log-file size is used in the 


analyses 
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gests the review process needs revision, but not necessarily 
a complete overhaul 

To examine whether expressed concerns with the 
review process differed by years 1n the field (1n particular, 
to determine whether the concerns were more strongly 
expressed by senior colleagues), we analyzed the responses 
using “time in the field” dummy vanables (representing 
four cohorts in the field 5 or fewer years, 6—10 years, 
10-20 years, and more than 20 years) For most of the items 
in the survey, there were no significant effects for different 
cohorts Thus, the concerns appear to be general However, 
there were two questions for which there were cohort differ- 
ences The newest cohort (in the field 5 or fewer years) 
reported lower levels than other respondents for “more 
complex analyses were required” and “the frequency with 
which reviewers made conflicting requests " Receiving 
fewer requests for more complex analysis 1s consistent with 
the newest faculty 1n the field, who prefer more complex 
methods Perhaps younger scholars get fewer conflicting 
requests because their papers are more focused and thus 
there are fewer directions/problems that the review team 
might comment on or because new faculty using these more 
complex approaches tend to draw reviewers who not only 
can evaluate but also share ın their preference for the new 
approaches 

We also examined the open-ended comments respon- 
dents made (for a sample of such comments, see the Appen- 
dix) While this analysis 1s less formal, many of the 
responses reinforce the conclusions based on the structured 
questions Importantly, none of the responses indicated that 
the field lacked technical sophistication or that the execu- 
tional quality of the papers published ın marketing was 
1nadequate 

Another way to assess the relative weight that should be 
placed on different aspects of a paper 1s to consider how the 
field ultimately evaluates published papers We did this by 
examınıng the papers that won one of the 40 major research 
paper awards from JM, JMR, JCR, and Marketing Science 
between 2005 and 2009 Because slightly more than 1220 
papers were published ın these journals ın that time frame, 
the probability of winning one of these awards 1s approxi- 
mately 3 2% Of the 40 paper awards, 9 (22 5%) were given 
to papers that had early 1nvolvement with the Marketing 
Science Institute (MSI), yet MSI only published a total of 
108 working papers during that period Even if we assume 
that all 108 MSI-related papers were published in these 
journals (which they were not), these data imply that the 
MSTrelated papers were at least three times as likely to win 
an award as a random paper, suggesting that papers based 
on “big ideas,” or at least ideas that interest marketing prac- 
tıtıoners (and thus are relevant), are actually likely to be 
highly valued by the field, if they can get published This 
observation also supports the conjecture that it 1s often best 
to start with a problem and then, and only then, determine 
the data and methodology needed to address it Further- 
more, if we and others are right that the review process 1s 
slanted against ideas and toward execution, the percentage 
of MSI-nvolved papers ıs even more surprising because 
one might hypothesize that these papers should have had 
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more difficulty in the review process and therefore would 
be less likely to get published 


Promotion and Tenure Decisions 


Another major impact on the type of research that 1s valued 
is the process associated with promotion and tenure We 
examine the promotion process and the critena that many of 
our institutions use to show how this process affects the 
emphasis on rigor and the definition of “sophisticated” 
research 

A major change in the promotion and tenure process 
over the past decade 1s the ability to quickly and inexpen- 
sively assess citation frequency Citation counts have 
always provided one (but only one) imperfect measure of 
an article’s impact However, given the increased ease of 
data collection, citations have risen in importance and thus 
are widely discussed ın tenure and promotion cases Aside 
from arguments about the appropriate source of citation 
counts (ISI's Web of Science focuses only on published 
articles and, in general, 1s preferred to Google Scholar, 
which includes working papers that have not yet passed the 
screen of peer review), several other 1ssues exist The first 
ıs the breadth of a person's research agenda as well as the 
relevance of this agenda to the (much larger) basic disci- 
plines Generating a paper that 1s cited outside marketing 
can lead to more citations and, thus, an 1mproved chance for 
tenure and for promotion At one level, having xmpact out- 
side marketing 1s very desirable because not only does this 
broaden the reach of marketing, 1t also generally requires 
the researcher to address 1ssues believed to be 1mportant to 
the basic discipline However, obtaining this reach can have 
the unintended side effect of leading the author to adopt the 
“sophisticated” conventions of the outside field This 1s par- 
ticularly true in cases in which the basic discipline has 
embraced “high-tech” methodologies and/or formulaic 
methodological approaches 

A second issue associated with citation counts 1s that 
although they have the advantage of being objective and 
favoring broadly relevant papers, they are also weighted 
toward topics that were relevant in the past and favor cer- 
tain types of papers (e g , reviews and new methods papers) 
over others They also only capture direct references A pos- 
sible way to get around this latter point 1s to develop the 
entire chain of citations that evolve from a paper, simular to 
the approach that Toubıa (2006) suggests ın his article on 
idea generation Finally, we note that citation counts are 
subject to game playing (e g , citing authors you think, or 
hope, will review a paper) 

Of course citation counts are not the only measure used 
for promotions More broadly, many tenure letters and 
tenure cases turn, for better or worse, on counts of “A” jour- 
nal publications This discourages junior authors from 
putting too much 1n one paper, encouraging them instead to 
split a really good idea into 1ts various components to maxi- 
mize potential publications A consequence of this approach 
1s that to get the paper’s contribution above some perceived 
threshold for publication, the author loads this “smaller” 
paper with methodological bells and whistles This 
increases the paper's rating on execution, and thus probabıl- 


ity of acceptance, but ıt also makes the work more compli- 
cated and less impactful overall 


PhD Programs 


The changing landscape ın terms of the review process and 
the subtle changes 1n the promotion process have not only 
altered the field's research agenda but also have affected 
marketing PhD education, which, as we show ın Figure 1, 
has major consequences for the conduct of research and 
reviewing, creating a (vicious?) cycle driving research 1n the 
field A few decades ago, most PhD programs included sub- 
stantial training ın relevant marketing institutional knowl- 
edge However, this emphasis has changed For example, at 
one time, a major concern 1n business-to-business market- 
ing PhD programs was to increase rigor as well as relevant 
knowledge (Danneels and Lilien 1998) Thus, rather than 
exposing students to a broad overview of marketing, PhD pro- 
grams have become more specialized, focusing on the tech- 
nical details of a subspecialty's methodological approaches 
Such training not only appropriately encourages the student 
to acquire knowledge ın the basic disciplines but also subtly 
signals that these disciplines, and the practices and methods 
they employ, are superior to those 1n marketing and busi- 
ness To enhance the success of such specialized programs, 
PhD students are increasingly drawn from underlying dıscı- 
plines (e g , psychology, mathematics, statistics) Such stu- 
dents frequently come into a PhD program with little or no 
marketing or business experience Because many of these 
students are no longer required to take qualifying exams ın 
all areas of marketing (let alone business)? they do not 
develop a sense of the range and complexity of marketing/ 
business problems Coupling students' lack of exposure to 
important marketing problems with the pressure they face 
to immediately begin a research program, these technically 
trained students tend to extend some previously published 
idea using their newly acquired technical expertise (often 
working on a project initiated by their mentor) 

The emphasis on depth versus breadth has also been 
reinforced in the recruiting process Many leading schools 
now look for, and hire, the most technically sophisticated 
recent graduates to “upgrade” their faculty with modern 
tools and thought Less emphasis 1s placed on the quality of 
the ideas associated with a person’s thesis and more on the 
person’s technical sophistication and knowledge, whether 
measured in terms of some new theory 1n psychology or 
sociology or some new method of statistical estimation or 
economic analysis 


Suggestions for the Future 


Although the preceding discussion points to several 1ssues 
that merit serious consideration, we believe there 1s great 
potential for further advancement of knowledge in our pro- 
fession Thus, in the spirit of being proactive, we discuss 
some potential options to help rebalance idea quality and 


3Two of the authors took qualifying exams ın such subjects as 
finance, accounting, and management in addition to their major 
qualifier 


execution and, ın the process, redefine what ıt means to pro- 
duce a sophisticated research paper We do this by first 
focusing on the review process and then provide some sug- 
gestions for authors 


What Editors and Reviewers Can Do 


In hus article, Ellison (2002) suggests that journal editors 
can act as forces to rebalance the review criteria By accepting 
papers that reviewers have rejected because the execution 
of the paper 1s not "sophisticated" even though the paper 
addresses an interesting problem, the editor can provide 
reviewers with new information about the appropriate bal- 
ance between 1dea quality and methodology Ellison points 
out, though, that editors are reluctant to overrule reviewers 
because they rely on them to evaluate papers and do not 
want to be perceived as “lowering standards " One way to 
reduce the emphasis on methodology 1s to institute the cri- 
terion of "not being wrong ” Thus, reviewers would be 
asked to comment on the paper's methodology 1n term of 
whether the paper was wrong and, if so, how a different 
(and presumably a correct) methodology would yield a dif- 
ferent result Thus, for example, 1t would not be enough to 
say that a researcher had omitted a factor ın the analysis, ıt 
would also be incumbent on the reviewer to indicate how 
this omitted variable would be expected to interact with the 
variables of interest and alter the general findings 

We believe the appropriate technical concern when 
reviewing a paper 1s whether the approach renders the 
results wrong, not whether the approach ıs the most 
advanced approach available Yes, conceptually, five mea- 
sures are "better" than one or even four, but does the fact 
that the researcher only used one measure mean that the 
results should be 1gnored?4 Likewise, longitudinal studies 
can control for common method bias, but there are times 
when cross-sectional studies may be acceptable (see, eg, 
Rindfleisch et al 2008) or necessary (e g , when time-series 
data are not available) More broadly, a more complex 
method should not be required unless the results would be 
materially changed if that more complex approach were 
used Such a criterion was used when Marketing Letters 
was founded Indeed, the only two specific questions asked 
of reviewers were, “Is the paper interesting?” and “Is the 
paper not wrong?” These criteria of being interesting and 
not being wrong were also 1n place at Marketing Science 1n 
the mid-1990s (Staelin 1995) It 1s time for the field to more 
universally embrace these criteria and ask reviewers to 
focus on whether the paper meets the two criteria (1) inter- 
esting and (2) not wrong Of course, the evaluation process 
should also 1nclude a section on how to improve the exposi- 
tion, interpretation, and so forth, but the principal emphasis 
should be on helping the authors better explicate their work, 
not specifying that the analyses need to be reformulated or 
requiring that the authors use a more "sophisticated" 
approach simply because they (or at least the reviewer) can 
Recalling the survey responses we reported previously, 
there 1s widespread support ın the field for such an adjust- 


“See, for example, Biymolt and Pieters (2001), who show that 
using single measures often yield qualitatively the same results 
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ment to review criteria Approximately 80% of respondents 
indicated that the editor should tell reviewers that such 
requests are not the prerogative of the review team 

Early on, we noted that good research needs good 
methodology What then 1s our definition of a sophisticated 
research paper? We put forth four criteria A paper should 
be (1) reasonably realistic/general, (2) relatively simple and 
robust, (3) insightful (meaningful), and (4) reasonably com- 
municable We then apply these criteria to two broad sets of 
research papers currently found 1n our literature 


Behavioral papers The current approach for most 
behavioral work can be caricatured as (1) find some theory, 
(2) run a series of lab experiments that examine the theory 
and identify an interaction (1 e , a moderating effect), prefer- 
ably one that reverses the original result, and (3) report F 
and p-values for only those manipulations and experiments 
that “worked " Main effects are considered uninteresting/ 
inadequate for publication (so much for F = ma, E = mc?) 
Cute manipulations, such as a short paragraph used to induce 
a (temporary) emotion, are often viewed as clever and 
sophisticated 

We acknowledge that many papers of this type have 
produced substantial contributions (1 e , the paper 1s insight- 
ful) However, by forcing papers to fit into this paradigm, 
many issues tend to be ignored These include general con- 
cerns about external validity (1€ , 1s the paper reasonably 
realistic?) There 1s also a question about the duration of 
effects Would the manipulation still have impact an hour 
later or even after ıt was ummediately followed by the read- 
ing of a different paragraph? (1 e , are the results reasonably 
general?) Moreover, by starting with an existing theory and 
not a problem or a new theory, there 1s less opportunity for 
a big idea Instead, the emphasis 1s on execution Why not 
think of sophistication ın terms of a “neat” idea (meaningful/ 
insightful) and not the application of standard procedures 
associated with the classic behavioral approach? 


“Quant” papers As another example, consider the cur- 
rent popularity of structural models and empirical industrial 
organization This methodological approach 1s based on the 
obviously correct observation that individual actors (eg, 
consumers, companies) both anticipate and react to the 
actions of other parties It follows logically that failure to 
account for these actions may (note the word “may” and not 
“will”) lead to results (e g , parameter estimates) that are 
mısleadıng/bıased/wrong In essence, this style of research 
is the logical descendent of the simultaneous equation 
regression modeling of the 1970s, with added emphasis on 
strategic behavior inspired by game theory and analytic 
modeling 

The beauty of this approach 1s that 1t acknowledges pos- 
sible reactions. However, 1t also requires the researcher to 
precisely state the strategic behavior of all the players Ge, 
what they know, what they pay attention to, and how far 1n 
the future they consider and plan) Moreover, the parameter 
estimates (and even the ability to 1dentify some parameters) 
rest on these underlying assumptions If these assumptions 
are 1ncorrect, the resultant parameter estimates are biased 
What is normally not known 1s the degree to which this bias 
exists (1 € , a violation our robustness criterion) This 1s of 
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particular concern if the 1ntended use of the estimates 1s 
ınput into a policy simulation to determine the optimal 
response of one of the players conditional on the reaction of 
the other players 

Such problems with “quant” papers lead us to believe 
that “sophisticated” use of such tools should rely more on 
examining the reasonableness of the underlying assump- 
tions (e g , by examining the behavioral literature) and/or 
doing “assumption sensitivity analysis” than on complex 
estimation methods Simply asserting that people are com- 
pletely knowledgeable, have infinite time horizons, and are 
“rational” seems more natve than sophisticated Another 
approach would have the researcher also present basic 
descriptive statistics and reduced-form ordinary least 
squares (OLS) regression results Comparison with OLS 
results would enable the reader to assess the degree to 
which the underlying assumptions are driving the solution 
(thereby addressing the issue of robustness) As a side bene- 
fit, because basic statistics and OLS results are “simple,” 
they enhance the communication of the results 


What Authors Can Do 


We are encouraged (see the Appendix) that the overall sen- 
timent among authors (and, by inference, reviewers) tilts 
slightly toward more emphasis on interest and relevance 
and less toward complexity for 1ts own sake Nonetheless, 
the long-term trend has been 1n the opposite direction, and a 
“tipping point" may be rapidly approaching As published 
work becomes more specialized and arcane, more potential 
readers both 1n business and academia will start to 1gnore it 
and turn to other sources for information and intellectual 
stimulation In turn, the absence of their influence may 
encourage researchers to become even more specialized and 
arcane This can lead to ever-smaller groups of researchers 
who reinforce their approach and even codify 1t as dogma 
The end result of this 1s not desirable, because 1n the limit 
each researcher would end up talking only to him- or herself 

Fortunately, this end result 1$ not inevitable Faculty 
members 1n their role as authors (and peer reviewers) have 
the power to change the system in many ways As an exam- 
ple, we supplement Ellison’s (2002) prescription for change 
with a potential solution to the simple versus complex 
approach debate When presenting empirical work, always 
report the results of a simple approach (e g , OLS regression) 
This 1nvites comparison to the more complex/sophisticated 
approach and the application of Occam’s razor— that 1s, 1f 
two approaches generate the same result, the simpler one 1s 
preferred It 1mposes an 1mplicit requirement that the more 
complex approach be worth its complication in terms of 
producing a different interpretation rather than Just, for 
example, a significant but small 1mprovement 1n the log- 
likelihood function Furthermore, publishing the simple 
approach encourages knowledge accumulation through 
meta-analysis (In this regard, a useful requirement of 
empirical work would be to report means of and correla- 
tions among all key variables This 1s easy to do now given 
that the journals also now publish electronic versions, 
which can contain large appendixes, tables, and so forth ) 
Finally, provided that the results are qualitatively simular, ıt 


would increase the communıcabılıty of the results and thus 
their potential to be understood at least on a basic level by a 
broader audience (including sophisticated but busy acade- 
mic readers, MBA students, and technically sophisticated 
managers) 

In analytical work, the gold standard 1s a tight closed- 
form solution This does well on the simple criterion, but 
often at the expense of being realistic As in the case of 
empirical industrial organization, many of the assumptions 
sacrifice “reality” to find a closed form solution In decades 
past, numerical methods, grid searches, and so on, were not 
practical to apply Currently, however, such methods are 
widely available and extensively used in, among other 
areas, the basic sciences These allow for analyzing a more 
complex model with more believable assumptions, 1n effect 
(and paradoxically) meaning that an *inelegant" numerical 
method can examine more complex phenomena 

An issue associated with numerical approaches is how 
to display the results, because often the solution changes 
noticeably over the range of parameters examined Here, 
presenting representative cases 1s useful Even better, 1t 1s 
usually feasible to show (e g , via regression) how the key 
dependent variable depends on the various levels of the 
model parameters, thus providing a (stochastic) closed-form 
solution The resulting “solution” may even inspire or sug- 
gest a "law" that can subsequently be proved (It 1s a lot 
easier to "prove a result” when you know what it 1s in 
advance) 


What Faculty Can Do 


Just as we advocate balance ın the reviewing criteria, we 
also advocate balance ın PhD education and ın hiring and 
promotion decisions Both methodologically oriented and 
substantively oriented marketing academics are valuable, 
and both should be nurtured This leads us to the following 
possible strategies for promoting a better balance between 
rigor and relevance 


PhD Training and Recruitment 


eGive weight to the applicant's experience or at least interest 
level in marketing related issues 1n the admissions process 


*Require PhD students take an MBA-level marketing class 
and/or have knowledge of a broad range marketing issues 
before leaving the PhD program (Note this should also help 
them when they begin teaching ) 


eTeach doctoral seminars on substantive marketing issues 


eEncourage PhD students to start a research project with an 
emphasis on a problem versus starting with a data set or a 
method 


*Wnte papers and discuss with PhD students why blindly fol- 
lowing reviewers’ comments 1s not always the best course of 
action 


Faculty Hiring and Promotion 


eHıre and promote marketing faculty who tackle major mar- 
keting issues 


*Measure the impact of a faculty member’s research with mul- 
tiple criteria that include the extent to which the work has 
changed the way marketing managers think about the issues 
and/or practice marketing 


eRead and evaluate faculty research instead of relying on the 
status of the journal in which the research was published 
More generally, rely less on whether 1t 1s published 1n an “A” 
journal and more on the extent to which the research provides 
new insights 


Research Presentations and Seminars 


*Reserve a substantial fraction of research presentations and 
seminars for topics that are broadly relevant to different types 
of marketing scholars as well as scholars 1n related fields 

eDiscourage “gotcha” questions 

Remember to comment on what 1s good/interesting rather 
than just what is imperfect or what you would have done had 
you chosen to work on the topic 


eGet to the meat of the research (e g , the results) rather than 
getting bogged down 1n discussions of what others have writ- 
ten (1e the literature review) or the hypotheses 


Remember it 1s their paper, not yours 


Summary 


Given our discussion, the reader might wonder when the 
use of more complex approaches is ever appropriate The 
answer 1s that more complex approaches are appropriate 
when at least most of the following criteria are met 


- 


The assumptions of the more complex approach are met 
(and hopefully supported logically and/or empirically) 


2 When there 1s strong theoretical support or accumulated 
evidence for its superiority (e g , controlling for firm-specific 
effects in cross-sectional, time-series analysis of firm-level 
data, accounting for random individual differences) 


When the more complex method ıs the focus of the 
research 

4 When using the more complex approach materially changes 
the result/interpretation 


wə 


5 When, for the intended evidence, the extra communication 
cost 1s less than the benefit provided 


6 When the method 1s described as simply as possible 


The major tenet of this article 1s that sophistication does 
not mean complicated From Occam's razor (the simpler solu- 
tion 1s preferred) to pure math (1n which elegant solutions 
are sumple vs brute force), sophistication 1s associated with 
simplicity The same is true for many schools of design and 
style, in which simple “clean lines” and limited colors (e g , 
black and white) are considered elegant and sophisticated 

In the marketing literature, many of the most influential 
and most highly cited papers are, at their core, simple For 
example, the Bass (1969) model begins with a differential 
equation but ends up with essentially a quadratic model that 
nests various diffusion patterns Guadagnı and Lattle's 
(1983) work captures state dependence simply by including 
an individual-level brand loyalty variable based on the last 
brand purchased Thaler's (1985) transaction utility model 
has only two terms 

Most of the key behavioral papers examining context 
effects are simple 1n concept—for example, Huber and 
Puto's (1983) attraction effect and Sumonson and Tversky's 
(1992) extremism aversion Even Kahneman and Tversky’s 
(1979) prospect theory, while complex in math, 1s basically 
a simple concept It 1s also ımportant that none of these 
papers apply complex statistical procedures to support their 
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premises Interestingly, Wubben and Wagenheim (2008) 
report that for many purposes, managerial heuristics per- 
form at least as well as more elegant approaches that use 
Pareto/NBD or BG/NBD models 

Rather than *form follows function" (Mies van der 
Rohe), 1t seems at times that the mantra 1s “I have a ham- 
mer, so I'll hammer ın the morning (and afternoon and 
evening) at pretty much anything I can reach " There 1s 
nothing wrong with developing and trying out new 
approaches, 1ndeed, this 1s one way science advances Still, 
the fads and seemingly 1ndiscriminate use of new tools after 
they are developed (without demonstrating that they pro- 
duce noticeably different and better results 1n the specific 
application at hand) have been a bit overdone (e g , 1n the 
past, LISREL/PLS/EQS and, more recently, hierarchical 
linear modeling, hierarchical Bayes, and hidden Markov) 
Similarly, topic areas and theoretical perspectives follow 
predictable patterns (e g , regulatory focus theory, fluency, 
construal, social networks) Here again, such activity often 
leads to 1mportant findings, but these mass stampedes are 
not exactly elegant or sophisticated and predictably produce 
increasingly incremental insights even when the papers 
appear to be 1ncreasingly sophisticated (or at least complex) 

Consider the use of hierarchical Bayesian methods for 
capturing heterogeneity Is ıt really more sophisticated to 
assume that everyone comes from some distribution with 
“diffuse priors” (1e , that I know nothing about the ındı- 
viduals) than to assume (based on theory or prior work) that 
individuals come from K groups with known properties 
(ie, a latent class approach)? Many would answer “yes” 
and argue that it 1s not possible to precisely define the 
groups 1n advance Interestingly, if 1t 1s never appropriate to 
use prespecified groups, why 1s 1t appropriate, and sophıstı- 
cated, to assume that we know exactly how consumers and 
competitors behave and “constrain” a model in that way? 
Our point is not that one approach 1s right and the other 
wrong Rather, the point 1s that choices such as these 
1nvolve trade-offs that are rarely considered by devotees of 
one approach or the other Sophisticated research 1s some- 
thing of a craft, which can be approached with multiple 
tools, including (and quite effectively ın many cases) with 
simple tools such as means, correlations, and regression 

Many years ago, one of the authors had a degeneracy 
problem 1n trying to get a multidimensional scaling config- 
uration out of ratings of relationships among foods, nutri- 
ents, and benefits to the body Because this author was 
attending a seminar by one of the developers of the KYST 
(Kruskal, Young, Shepard, and Torgerson) scaling algo- 
rithm, be asked for help The expert pohtely put the output 
aside, asked what the variables were, and then asked for the 
raw data After circling some of the numbers and asking 
what they were, he looked up and said, “You have the four 
basic food groups Why do you need to scale them?" It was 
a really good question 

The moral of this story, and this article 1n general, 1s that 
complicated 1s not necessarily sophisticated, and sometimes 
1t 1s just, well, complicated Sophisticated research involves 
good taste in problem selection (1e , studying something at 
least that some other relevant or important people would 
care about), adaptability in analysis, the use of multiple 
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methods and sensitivity analysis to ensure generalizability, 
and the willingness to reconsider raw data and/or basic 
assumptions It involves nuanced understanding at least as 
much as cutting-edge methods In short, sophistication and 
elegance require uncommon sense Hopefully, our field will 
reward and see more of this 1n the future 


Appendix 


We also examined the comments provided by the respon- 
dents Of the ones that appeared multiple tumes, several 
were predictable These included frustration with conflict- 
ing reviews, multiple rounds with changing requests, what 
are perceived to be technically incorrect reviews, and 
unblind reviews and favoritism More relevant here, and 
consistent with our thesis, were the following comments 


*“The desire for explicit evidence of ‘theory’ and ‘psychological 
process’ in behavioral papers has gotten really out of hand— 
leading to narrow and uninteresting work getting published ” 


e“Most of the articles ın JCR are for psychologists—they are 
filled with way too much theory and not enough applications 
JMR 1s way too analytical with little relevance to actual mar- 
keters Is ıt any wonder that the highest impact marketing 
journal 1s JM?" 


«Reviewers ın Psych are much more likely to accept 
approaches that are acceptable but are not their favorite ” 


e“Psych reviewers understand that 1deas have a shelf time and 
that there 1s no perfect research (if the 1dea 1s interesting) ” 


e“The Area Editors and most of the reviewers are locked into 
the classic Churchill ‘multiple 1tems are always necessary’ 
notion and they focus on statistical assessment of measures ” 


e“Journals are unbalanced—ı e , emphasizing only theory 
instead of both managerial insight and theoretical insight ” 


e“The review process sharpens ideas and imposes discipline, 
but ıt also has the risk of making things less interesting The 
perfect 1s the enemy of the good " 


e“Too much focus on “building theory” and complex interac- 

tions, at the detrıment of having managerial impact I hon- 
estly think that as a field, we are actively making ourselves 
obsolete in terms of usefulness to the profession ” 


e“The discipline (and therefore virtually all the journals) are 

far too focused on methodology at the expense of substantive 
insights Publishing marketing research appears to be more 
about ‘tweaking’ (and unnecessarily complicating) methods 
than ıt 1s about generating useful insights for managers ” 


e“Not enough focus on relevancy Conversely, and here I 
speak more as a reviewer, there’s a predilection for com- 
plexity where simplicity would serve everyone better ” 


e“There”s a general tendency among reviewers (and some edi- 
tors) to look for complexity for the sake of complexity This 
1s unfortunate and doesn't always lead to 1mproved research 
outcomes ” 


e“There’s not enough emphasis on (a) interestingness of the 
research question and (b) robustness of basic result (replica- 
tion within paper) Instead there 1s too much emphasis on 
unique interpretation There’s also not enough ‘big picture’ 
view ın reviewing ” 


*^[ don’t see the value of forcing researchers to use a more 
complicated method of analysis if that method wouldn't 
change the implications of the paper” 
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Jagdish N. Sheth 


Impact of Emerging Markets on 
Marketing: Rethinking Existing 
Perspectives and Practices 


The core idea of this article is that five key characteristics—market heterogeneity, sociopolitical governance, 
chronic shortage of resources, unbranded competition, and inadequate infrastructure—of emerging markets are 
radically different from the traditional industrialized capitalist society, and they will require us to rethink the core 
assumptions of marketing, such as market orientation, market segmentation, and differential advantage To 
accommodate these characteristics, we must rethink the marketing perspective (e g , from differential advantage 
to market aggregation and standardization) and the core guiding strategy concepts (e g , from market orientation 
to market development) Similarly, we must rethink issues of public policy (e g , from compliance and crisis driven 








to purpose driven) and the marketing practice (e g , from glocalization to fusion marketing) 


Keywords emerging markets, affordability, sustainability, inclusive growth 


the impact of emerging markets on existing marketing 

perspectives and practices As Zinkhan and Hirscheim 
(1992) and, more recently, Sheth and Sisodia (1999) point 
out, marketing 1s a contextual discipline Context matters, 
and historically the discipline has adapted well 1n generat- 
ing new constructs and schools of thought unique to the 
marketing discipline (Hunt 1991) 

As emerging markets evolve from the periphery to the 
core of marketing practice, we will need to contend with 
their unique characteristics and question our existing prac- 
tices and perspectives, which have been historically devel- 
oped largely 1n the context of industrialized markets Most 
emerging markets are highly local and governed by faith- 
based sociopolitical 1nstitutions 1n which public policy mat- 
ters They also suffer from inadequate infrastructure and 
chronic shortage of resources Most of the competition 
comes from unbranded products or services, and consump- 
tion 15 more of a make versus buy decision and less about 
what brand to buy Therefore, many beliefs that are funda- 
mental to marketing, such as market segmentation, market 
orientation, and brand equity, are at odds with the realities 
of emerging markets At the same time, the growth of 
emerging markets offers great opportunities to develop or 
discover new perspectives and practices 1n marketing, which 
may become valuable for the neglected and economically 
nonviable markets in advanced markets This will require a 
mınd-set change ın the way we perceive emerging markets 

This article 1s divided into four parts In the first part, I 
describe why and how growth of emerging markets 1s 
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inevitable In the second part, I focus on the five unique 
characteristics of emerging markets and their inherent com- 
parative advantages In the third part, I discuss how we will 
need to rethink marketing theory, strategy, policy, and prac- 
tice in light of the unique nature of emerging markets I also 
offer several propositions for further research In the final 
section, I provide implications for marketing practice, func- 
tion, and research 


Growth of Emerging Markets 


A major recent context 1s the growth of emerging markets 
(Gu, Hung, and Tse 2008, Hitt et al 2000, Hoskisson et al , 
2000) It 1s estimated that by 2035, the gross domestic prod- 
uct of emerging markets will permanently surpass that of all 
advanced markets (Wilson and Purushothaman 2003) On a 
purchasing power parity index, China 1s already equivalent 
1n market power to the United States, and India 1s the third 
largest market, according to International Monetary Fund 
2008 data Just as the last century was all about marketing 
in the advanced economies, this century 1s likely to be all 
about marketing 1n the emerging markets (Engardio 2007, 
Sheth 2008, Sheth and S1sodia 2006) "Therefore, the funda- 
mental question to consider 1s this Will the emerging mar- 
kets be driven by marketing as we know it today, or will the 
emerging markets drive future marketing practice and the 
discipline? 

Several factors are responsible for the growth of the 
emerging markets First, economic reforms 1n Brazil, Rus- 
sia, India, and China (BRIC) have unlocked markets pro- 
tected by ideology and socialism As a result, some of the 
best capitalist markets today are ex-communist or ex-socialist 
countries This policy change has resulted ın creating alto- 
gether new markets for branded products and services Sec- 
ond, all advanced countries are aging, and aging very 
rapidly As a consequence, their domestic markets are either 
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stagnant or growing very slowly Their future growth seems 
more destined to come from emerging markets Third, 
worldwide liberalization of trade and investment, bilateral 
trade agreements, and regional economic integrations such 
as the ASEAN, Mercosur, and the European Union have 
resulted in global competition and global product and ser- 
vice offerings with unprecedented choices of branded prod- 
ucts, especially in emerging markets 

Finally, the emergence of the new middle class, espe- 
cially in large population markets such as China and India, 
is creating large-scale first-time buyers of everything from 
processed foods, soaps and detergents, and personal care 
products to appliances, automobiles, and, of course, cell 
phones The numbers are staggering China 1s destined to 
become the largest single market for virtually all products 
and services 1n both household and business markets It has 
already surpassed 700 million cell phone subscribers, more 
than three times that of the US market, and still continues 
to grow India has already reached 500 million subscribers 
and 1s adding at least 100 million net new subscribers each 
year This 1s also true of consumer electronics, appliances, 
and automobiles as well as 1ndustrial raw materials, such as 
cement, steel, and petrochemicals 

This growth 1s further enabled by the democratization 
of 1nformation, communication, and technology and by the 
spectacular rise of local entrepreneurs, especially 1n the 
BRIC countries It has generated unprecedented wealth 1n a 
very short time For example, China has now more than one 
million millionaires, and India 1s not far behind In a recent 
survey, Forbes declared Carlos Slim from Mexico the rich- 
est billionaire in the world, surpassing both Warren Buffet 
and Bill Gates 

What 1s also unique about the emerging markets 1s that 
they have produced large-scale domestic enterprises (native 
sons), which are often larger in their domestic markets than 
the largest multinational corporations from the United 
States, Japan, Europe, South Korea, Canada, and Australia 
For example, Haier just surpassed the largest global appli- 
ance maker, Electrolux, in units sold, and China Mobil has 
more subscribers than Vodafone Similarly, Huawei Tech- 
nologies surpassed both Alcatel-Lucent and Ericsson-Nokia 
in telecommunications infrastructure manufacturing Simi- 
lar patterns are replicated by Russia 1n the energy sector, by 
India ın the tractor and motorcycle industries, and by Brazil 
1n the beer industry (Ramamurthi and Singh 2009) 

Marketers from the emerging markets are now globally 
expanding, especially 1n other emerging markets, such as 
Afnca, Latin America, Central Asia, and the Middle East 
They are also becoming major global competitors in 
advanced markets through acquisitions and organic growth 
While this seems parallel to what happened 1n Japan and 
South Korea, with companies such as Komatsu, Mitsubishi, 
Toyota, Sony, Hyundai, LG Industries, and Samsung, the 
domestic scale advantage in favor of the Chinese, Indian, 
and Russian multinationals 1s far greater Most 1mportant, 
these large domestic enterprises have been innovative, non- 
traditional, and nationalistic 1n their marketing strategy and 
tactics and often contrarian to marketing practices of 
advanced markets 


Extant Research on International 
Marketing 


The marketing discipline has a rich history of both empirical 
research and conceptual thinking on international markets 
(Jain 2003) This research can be classified into four areas 


1 Why do products flourish here and fizzle there? Failure of 
well-established products 1n emerging markets 1s attributed 
to lack of sensitivity to local cultures (Ghemawat 2001, 
Hofstede 2001, Sommers and Kernan 1967) 


2 Should a company extend its marketing mix (the four Ps of 
marketing), or should ıt adjust it to suit the local markets? 
This question has sparked significant debate and research 
on what 1s labeled the "standardization versus localization 
debate" (Jain 1989, Keegan 1969, Levitt 1983) and ulti- 
mately in a compromise called “glocal” marketing (“Think 
global, Act local"), first suggested by Honda Motors 
(Quelch and Hoff 1986) Most recently, Schilke, Remmann, 
and Thomas (2009) have empirically concluded that several 
organizational factors moderate whether standardization 1s 
positively correlated with performance 


3 Are there country-of-origin effects, especially in emerging 
markets 1n which the 1mage of an advanced country 1s often 
an advantage? Numerous studies, both experimental and 
empirical, have demonstrated how “Made ın” labels create 
differential advantage Examples include French wines, 
German cars, Italian leather goods, and Swiss watches This 
line of research has also focused on how countries have 
transformed themselves from having an image of being 
makers and marketers of low-quality/low-price products to 
makers and marketers of high-quality/high-price products, 
including products made in Japan, Korea, and, more 
recently, China and India Finally, there 1s some research on 
country-of-origin effects 1n counterfeit products and the 
emergence of gray markets 


4 Can brands be global or should they be local or regional? 
While there 1s little debate about the globalization of corpo- 
rate brands such as IBM, Hewlett-Packard, Toyota, Sam- 
sung, Sony, Vodafone, Accenture, and Siemens, there 1s still 
significant controversy at product levels, particularly 1n con- 
sumer packaged goods In general, there 1s worldwide ratio- 
nalization of brands into a few master global brands to gain 
economic efficiency of branding, packaging, and marketing 


The typical antecedents in research on international 
marketing are marketing variables such as positioning, seg- 
mentation, pricing, advertising, and distribution, typical 
moderating variables have been culture, government policy, 
administrative rules and regulations, and level of economic 
development The most common outcome variables are 
entry failure or success, premium pricing, market share, and 
profitability Finally, the most common mediating variables 
are consumers' predisposition and local competition 

The tone of this research seems to be colonial in its 
mind-set about emerging markets, probably because they 
are former colonies of Europe—1in particular, France and 
the United Kingdom This colonial mind-set conjures up the 
images of African tribal chiefs, the natives in the Americas, 
snake charmers in India, fake products (knockoffs) ın 
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China, and adulterated products offered by nonregulated 
vendors with a great deal of haggling and price negotia- 
tions Markets are viewed as informally organized into 
bazaars, which specialize 1n product categories such as fish, 
fresh produce, Jewelry, garments, and agriculture commodı- 
ties (e g , rice, wheat, lentils) 

In my view, marketing as a discipline will benefit enor- 
mously if ıt can transcend the prevailing beliefs, stereo- 
types, and research traditions about the emerging markets 
Fundamentally, emerging markets must be viewed as core 
and not tangential or peripheral to a company’s mission and 
strategy New learning and research opportunities are abun- 
dant if only we are willing to change our mind-set about 
emerging markets 


Characteristics of Emerging 
Markets 


I have identified five dimensions on which emerging mar- 
kets are distinctly different from mature markets Each one 
has significant impact on at least one of the four areas of 
marketing (theory, strategy, policy, and practice) and often 
on all four areas Each of the following five subsections 
describes these dimensions (see Figure 1) 


Market Heterogeneity 


Emerging markets tend to have very large variance relative 
to the mean across almost all products and services This 1s 
because markets are local, fragmented, low scale, and 
mostly served by owner-managed small enterprises They 
reflect the reality of preindustrialization and, therefore, 
reflect characteristics of market heterogeneity comparable 
to a farming economy 

Heterogeneity of emerging markets 1s further com- 
pounded by large skewness (as much as 40%—50%) toward 
what 1s referred to as the "bottom-of-the-pyramid" con- 
sumers, who are below the official poverty level of less than 
two dollars a day 1ncome These consumers have no access 


FIGURE 1 
Five Characteristics of Emerging Markets 
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to electricity, running water, banking, or modern transporta- 
tion, until recently, they had no access to telephone or tele- 
vision Most of them are still illiterate and, therefore, do not 
read newspapers, magazines, or books More important, 
heterogeneity of emerging markets 1s less driven by diver- 
sity of needs, wants, and aspirations of consumers and more 
driven by resource constraints, such as wide range of haves 
and have-nots with respect to both 1ncome and net worth 
similarly, the diversity with respect to access to products 
and services tends to be enormous between urban and rural 
households 

This suggests that affordability and accessibility may be 
more important for differential advantage than a superior 
but expensive product or service with limited access In 
short, it is less of a case of demand generation and more a 
case of demand fulfillment 


Sociopolitical Governance 


Emerging markets tend to have enormous influence of 
sociopolitical institutions These include religion, govern- 
ment, business groups, nongovernmental organizations 
(NGOs), and local community Markets are more governed 
by these institutions and less by competition It 1s not 
unusual to have numerous government-owned and -operated 
enterprises serving the markets with monopoly powers For 
example, until recently, most communist markets were 
served only by government enterprises as monopolies with 
limited or no choice. Even today, ıt 1s ımportant to under- 
stand the rise of these enterprises as global competitors 
Examples include Gazprom (Russia), Petrobras (Brazil), 
CNOOC (China), and India Coal (India) in the energy sec- 
tor alone 

Similarly, a few highly diversified trading and industrial 
groups dominate the emerging markets Examples include 
the Tata, Birla, and Reliance Groups ın India, the Koch 
Group 1n Turkey, the Perez Companc Group in Argentina, 
and many similar business groups 1n Mexico, Indonesia, 
and Brazil Furthermore, these highly diversified business 
groups have access to, and influence on, government's 
planning and policy changes They are also often consid- 
ered favorite sons or crown Jewels of the nation 

In many of the subsistence markets, defined as rural 
households with 1ncome less than two dollars a day, the 
closed-loop system of the merchant consumer also gener- 
ates local market submonopolies with affective, continu- 
ance, and normative commitments between producers, mer- 
chants, and consumers (Viswanathan, Rosa, and Ruth 
2010) Therefore, it 1s difficult for a new entrant to break 
into these markets 

Finally, there are many emerging markets anchored to 
faith-based political governance, such as Saudi Arabia and 
several Gulf countries in the Middle East and parts of 
Africa This situation often results ın an asymmetric faith- 
based market power 

Therefore, sociopolitical institution perspective 1s mpor- 
tant to understand and incorporate 1n our research as emerg- 
ing markets become more accessible through liberalization, 
privatization, or economic integration This market 1mperfec- 
tion and asymmetry of market power by national marketers 


(both government and business groups) will require us to 
rethink our theories of competitive advantage anchored to 
industry structure or resource advantage perspective 


Unbranded Competition 


As much as 60% of consumption in emerging markets so 
far has been for unbranded products and services, for at 
least two reasons First, many branded products and ser- 
vices are still not available ın rural markets for a variety of 
reasons, including lack of access, poor infrastructure, and 
higher cost of doing business A second, and more ımpor- 
tant, reason 1s that a household 1s not just a consumption 
unit but also a production unit There 1s an enormous value- 
add through labor on making consumable products from 
raw materials for all basic necessities, for example, house- 
holds cooking, cleaning, building their own homes, and 
sewing their own clothes 1s still prevalent 1n most subsis- 
tence markets and also among the urban poor consumers, 
such as the slum dwellers 

Outsourcing 1s minimal, partly due to availability of 
labor at home (women and children) and partly due to lack 
of affordability of branded products and services Even 
when a given value-added activity 1s outsourced, such as 
making garments, 1t 1$ done by a tailor who makes and sup- 
plies a nonbranded custom garment The same 1s true for 
lenders (deposits and. borrowing), barbers, butchers, and 
bakers Milk 1s also often delivered at home unbranded, as 
are fresh fruits and vegetables It 1s also surprising that as 
much as 50%-65% of the market for jewelry, liquor, lug- 
gage, appliance, personal computers, and some consumer 
electronic products 1s served by unbranded producers 

A second aspect of unorganized competition 1s the 
prevalence of used products as direct competitors. Products 
tend to have longer life cycle than ownership Sımılariy, 
adulteration, duplication, and imitation are far more preva- 
lent due to lack of regulation, standardization, compliance, 
and enforcement 

A third aspect of unbranded competition for products 
and services 1s the prevalence of barter exchange or recipro- 
cal offerings In other words, market price as a mechanism 
to address market efficiency from a transaction cost eco- 
nomics perspective, as proposed by Williamson (1976), 
may require adding a second dimension to the continuum 
between market and hierarchy Unbranded products and 
services as a unique characteristic of emerging markets sug- 
gests that market creation (from making to buying) and 
market development may be more necessary (and poten- 
tially more profitable) than market orientation 


Chronic Shortage of Resources 


Emerging markets tend to have a chronic shortage of 
resources in production, exchange, and consumption For 
example, chronic shortage of power (electricity), spotty 
supply of raw materials, and lack of skill-based labor tend 
to make production sporadic, inconsistent, and nonreplica- 
ble Consequently, ıt results ın diseconomies of scale Sımı- 
larly, exchange has high transaction costs as a result of lack 
of scale and inadequate financial, physical, and other sup- 
port mechanisms Finally, consumption also tends to be 


constrained with respect to time and location because of the 
lack of electricity, running water, and physical space 

Resource 1mprovisation perspective may be a key to the 
future of product innovation, product distribution, and prod- 
uct usage Therefore, our current perspectives of resource- 
or capability-based advantage may need to be supplemented 
by resource improvisation advantage This means innovat- 
ing low-cost, affordable products and services that are also 
consumption efficient and versatile 1n alternate access and 
exchange 


Inadequate Infrastructure 


Just as there 1s a chronic shortage of resources and a dispro- 
portionate size of below-poverty-level consumers (subsis- 
tence economy), another characteristic of emerging markets 
ıs inadequate infrastructure Infrastructure includes not only 
physical roads, logistics, and storage but also market trans- 
action enablers, such as point-of-sale terminals, and basic 
banking functions, let alone credit cards It also means lack 
of communication, information, and transaction technolo- 
gies, such as telephones and electricity While the large 
metro areas may have adequate infrastructure, in general 
this 1s not the case 1n the rest of the market 

The exchange of goods and services called “commerce” 
has been a central concern of society for endless centuries 
Humans realized long ago that creating a centrally located 
“hub” for such exchange was the most efficient way to 
organize commerce As a result, ancient civilizations often 
flourished around cities rather than countries Athens, 
Rome, Babylon, Venice, and Florence — all city-based West- 
ern civilizations — were also major trading centers of their 
time Each had a natural location advantage around which it 
organized an elaborate system to facilitate trading 

In the agriculture days, the natural location advantage 
was usually access to water-based transportation, namely, 
rivers and seaports Around that, an infrastructure was usu- 
ally developed that became the local exchange— the bazaar 
In conducting business in well-developed markets, mar- 
keters take the presence of an exchange infrastructure for 
granted The elements of such an infrastructure 1nclude a 
sophisticated logistical system for the distribution of goods, 
a transportation system that enables customers to reach 
stores easily, ubiquitous telecommunication services, finan- 
cial services to expedite monetary exchange, the availabil- 
ity of well-targeted broadcast and print media, and so forth 
Although such infrastructure 1s now widespread throughout 
much of the industrialized world, its absence ın emerging 
markets can derail a marketing manager’s efforts to facili- 
tate efficient and profitable exchange (Sheth and Sisodia 
1993) Therefore, nontraditional channels and innovative 
access to consumers may be both necessary and profitable 
in emerging markets For example, the most profitable and 
largest market for Avon Products 1s now Brazil because it 
has been able to organize one million independent agents as 
its sales and delivery force 
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Comparative Advantage of 
Emerging Markets 


The rise of the emerging markets 1s less than three decades 
old However, enough observational evidence, case studies, 
and professional books exist to catalog new learning and 
suggest significant new research opportunities for market- 
ing scholars There are three areas in which the emerging 
markets seem to have comparative advantage (Hitt et al 
2000, Hoskisson et al 2000) I describe these three areas 1n 
the following subsections 


Policy-Based Comparative Advantage 


Without economic reforms and strong industrial policy, 
emerging markets would have remained stagnant, as evi- 
denced by remarkable transformation through economic 
reforms in Eastern Europe, Russia, Central Asia, Latin 
America, and, of course, China and India Therefore, a fun- 
damental research question 1n marketing 1s, What 1s the role 
of government policy 1n organizing markets? How does it 
differ from the free market forces or the Darwinian theory 
of population ecology? 

Is 1t more efficient and effective for government-mandated 
standards to create markets than the traditional competitive 
free market forces? For example, ıt was the Pan European 
government-mandated standard that resulted in GSM as the 
dominant standard for the cell phone industry Ironically, 
while the United States invented the cellular technology 
and successfully commercialized 1t, the competitive market 
processes resulted 1n multiple standards (e g , AMPS, 
TDMA, CDMA, GSM) and eventually a disadvantage to 
the industry and the nation This 1s because it resulted ın 
lack of scale in an industry that is otherwise primarily 
fixed-cost As a consequence, 1n the handset business, 
Motorola, a pioneer, lost the market leadership to Nokia and 
more recently to Samsung In short, policy matters 

Ironically, unlike 1n advanced countries, it 1s the state- 
owned enterprises of emerging markets— especially in 
China, Russia, Mexico, Brazil, and India— that have 
emerged as domestic market leaders and are now aspiring to 
become global leaders As mentioned previously, they 
include Gazprom, Petrobras, Huawei Technologies, China 
Mobil, State Bank of India, India Post, and ONGC 

The range of government policy as a comparative 
advantage is also impressive It ranges from government as 
the largest customer to providing economic incentives for 
exports to protecting fledgling domestic industries from for- 
eign competition to developing special economic zones 
Indeed, the success of China, similar to that of Singapore, 
Japan, and Korea 1n the recent past, 1s directly attributed to 
its export-oriented industrial policy as well as use of special 
economic zones 

More recently, Turkey has initiated a multimillion-dollar 
marketing initiative called TURQUALITY to globalize its 
world-class domestic Turkish brands This includes provid- 
ing total quality management and branding expertise as 
well as modern management education to selected compa- 
nies (mostly family-owned enterprises) over several years 
Another key aspect of government policy 1s the injection of 
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social objectives 1n marketing, especially 1n education and 
health care Finally, many governments have negotiated 
bilateral free-trade agreements or regional economic inte- 
gration to provide greater market access 

Despite this vast influence of government policy in 
Opening and organizing markets, ıt 1s surprising that we 
have very limited empirical research or conceptual theory 
about government policy as comparative advantage Kotler 
(1986) was the first marketing scholar who suggested the 
role of public policy by adding two more Ps—policy and 
public relations—to the four Ps of marketing Perhaps the 
most insightful articulation of how President Lincoln’s pol- 
icy of transforming the United States from an agricultural to 
an industrial society and its relevance to emerging markets 
is by Robert Hormats (2003) In marketing, while we have a 
good understanding of impact of regulations on marketing 
such as unfair trade practices, product safety, and advertis- 
ing to children, what we need 1s a much deeper understand- 
ing of government policy 1n organizing markets 


Raw Material-Based Comparative Advantage 


Emerging markets have enormous raw material advantages 
ranging from human capital (China, India), industrial raw 
materials (Brazil, Central America), energy (Russia, Nigeria), 
and other natural resources (Peru, Africa) Many of these 
markets also have strong agricultural (Brazil) and cattle- 
based natural resources (India) 

In addition, most of the emerging markets today have 
access to capital and technology to do value-add on these 
resources rather than export them as raw materials Com- 
bine this with the rise of entrepreneurship, and it 1s 
inevitable that raw material—based advantage will be key 
for research 1n marketing strategy Ricardo (1817) was the 
first economist to advocate a resource-based view of com- 
parative advantage with a nonintuitive strategy of outsourc- 
ing or exiting an industry even if the country was the lowest 
cost producer or had a differential advantage This 1s 
because 1t could do more valuable economic activity with 
its resources and move up the value chain from agriculture 
to industrial economy This implies investing 1n emerging 
markets for access to raw materials (supply chain and 
sourcing) as well as participating in local markets, as a 
strategic advantage 

We need to understand 1f and how raw material—based 
comparative advantage may accrue to marketers from the 
emerging markets both domestically and globally For 
example, out of nowhere, India recently became a dominant 
country for the global information technology (IT) and IT- 
enabled service outsourcing industry because of its large 
pool of English-speaking software engineers It seems now 
poised to be the global hub for other professional services, 
such as accounting, legal, investment banking, and consult- 
ing, as well as design and research and development, across 
numerous sectors of the economy And of course, China 1s 
already a large manufacturing and sourcing destination for 
the world Similar examples include Tata Tea (with acquisi- 
tion of Tetley Tea), which has become the number two mar- 
keter 1n the world because of 1ts access to, and ownership 
of, tea plantations 


Should a company exit an industry even though it 1s 
globally competitive to redeploy its resources and capabılı- 
ties to take advantage of higher-valued emerging technolo- 
gies, either homegrown or strategically acquired? IBM 
seems to have followed this strategy successfully by exiting 
the low-margin personal computer business and aggres- 
sively investing 1n IT and consulting services This also 
seems to be the case for most industries that are perma- 
nently shifting from analog to digital technologies and from 
hardware to software services More recently, General Elec- 
tric has restructured itself from a highly diversified con- 
glomerate to a focused global enterprise 1n infrastructure, 
capital, and health care markets by exiting its traditional 
lighting and appliances businesses 

In short, we need empirical research on exit strategy 
based on the theory of comparative advantage to enbance 
market capitalization value Such research will be invalu- 
able in the media industry, in which both newspaper and 
broadcast media are permanently shifting to broadband and 
social media In some ways, the enormous success of 
Google, Apple, and Amazon com 1n creating a strong mar- 
ket franchise, developing customer loyalty, and conse- 
quently commanding a premium 1n market valuation needs 
to be scientifically researched as part of marketing strategy 


NGO-Based Comparative Advantage 


Kotler and Levy (1969) coined the phrase “social market- 
ing" in the marketing discipline It was based on the obser- 
vation that many of the tools and concepts of marketing, 
such as branding, positioning, and targeting, can be easily 
extended to the nonprofit sectors, 1ncluding arts, culture, 
museums, public libraries, and parks and recreation, in 
addition to education and health care In short, the nonprofit 
sector can and should embrace marketing practices even 
though there is no profit motive Kotler (1972) further 
extended the generic concept of marketing, articulating that 
marketing as we know it today 1s generalizable to all types 
of market and social transactions that result 1n exchange or 
some form of reciprocity 

Surprisingly, the reverse seems to be occurring in 
emerging markets The NGOs ın emerging markets are pio- 
neering new and nontraditional marketing practices on a 
scale unimagined at one time They are also reaching ınac- 
cessible markets Examples include the Grameen Bank 
(microlending) 1n Bangladesh and AMUL (dairy coopera- 
tive), Pratham (Urban Slums), and Jaipur Foot 1n India 

The NGOs worldwide seem to have blended the modern 
business practices with social purpose As Mahajan and 
Banga (2005) point out, 86% of the population ın emerging 
markets has yet to experience the benefits of the Industrial 
Revolution, such as running water and electricity Similarly, 
Prahalad and Hammond (2002) articulate how the base-of- 
the-pyramid market can be very profitable for traditional 
products and services if business can innovate on afford- 
ability and accessibility to the vast untapped markets, espe- 
cially 1n the rural areas (Anderson, Markides, and Kupp 
2010, Cachani and Smith 2008, Garrett and Karnanı 2010) 

There are two key concepts with respect to the NGOs 
from emerging markets, which may be very useful for 


research in marketing The first 1s “inclusive marketing ” In 
other words, how can one serve a vast majority of con- 
sumers who are below the poverty level of two dollars a day 
with innovative access and make products or services 
affordable to them? While the traditional examples of pack- 
aging shampoos into single serve units or reducing the size 
of Coca-Cola to a smaller size are useful, the real break- 
throughs and nontraditional concepts and practices seem to 
be with the newer NGOs For example, NGOs such as the 
Gates Foundation and the McArthur Foundation are now 
emerging as large multinationals capable of acquiring or 
investing 1n some of the best for-profit consumer companies 

A second key concept 1s “public-private partnership," 
in which both the government and the private sector agree 
to pool resources and expertise to focus on societal needs 
that the free market processes and marketing fail to address 
Led by the World Bank, this pubhc-private partnership 
model of serving unserved markets on a sustainable basis 1s 
a fascinating area of research 1n marketing Worldwide 
experiments 1n countries such as Mexico, Peru, India, 
Malaysia, and parts of Africa offer a very large pool of data 
for research opportunities 1n marketing 


Rethinking Existing Perspectives 
and Practices 


Rethinking Marketing Theory 


Marketing theory presumes that customers have choices 
and that the role of marketing for a company 1s to make its 
offerings the customer's choice Therefore, 1t presumes that 
in a monopoly, there 1s no need to market because cus- 
tomers have no choice Conversely, in contestable markets, 
the role of marketing 1s critical, and ıt must create a differ- 
ential advantage, which 1s presumed to result 1n superior 
financial performance 

Over the years, several marketing scholars have pro- 
posed their own theories or perspectives on how marketing 
can create a differential advantage, or they have used 
frameworks developed 1n other disciplines —most notably, 
economics and sociology —to empirically test them in the 
marketing context (Hunt 2010) I briefly discuss three of 
them 1n the following subsections and then suggest how the 
context of emerging markets, with its unique characteris- 
tics, may require some rethinking (see Table 1) 


From differential advantage to aggregation advantage 
Wroe Alderson believed that a company must grow to sur- 
vive, and to grow, it must constantly struggle to develop, to 
maintain, or to increase its differential advantage (for a dis- 
cussion, see Hunt 2010) Alderson believed that differentia- 
tion was the foundation of marketing theory Given the 
heterogeneity of demand and competition for differential 
advantage, heterogeneity of supply 1s the likely outcome, 
resulting 1n variety 1n offerings, including many variations 
or stockkeeping units of the same generic kind of good It 
also means segmenting the market 

While heterogeneity 1s one of the key characteristics of 
emerging markets, the inference that can be drawn 1s quite 
the opposite As discussed previously, emerging markets 
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TABLE 1 
Rethinking Existing Perspectives and Practices 





Product Category 
Marketing theory 


Marketing strategy 


Marketing policy 


Marketing practice 
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tend to be high in market heterogeneity and therefore are 
highly fragmented They also tend to have a skewness of 
40%-50% of subsistence consumers This ıs further com- 
pounded by family-owned businesses, which perpetuate or 
add to fragmentation for the sake of family succession plan- 
ning The consequence, contrary to Alderson’s conclusion 
that differential advantage results 1n better margins or prof- 
its for the firm, 1s simply not true in emerging markets 
There is too much competition, and margins tend to be 
paper thin Businesses exist more on cash flows and wage- 
less family labor They survive not as much for growth as 
they do simply for survival 

What is needed ın emerging markets, therefore, 1s 
greater standardization by reducing the variety and aggre- 
gating demand to achieve scale efficiency and better returns 
on investment (Levitt 1983) What a company needs, there- 
fore, 1s aggregation and standardization advantage How a 
company standardizes and aggregates demand from highly 
fragmented and disbursed demand across thousands of rural 
villages and remote locations 1s key to growth and survival 
It is not surprising that Wal-Mart, which has mastered the 
art of aggregating and standardizing rural demand with its 
hub and spoke logistics system, has become the largest 
retailer in the United States 1n fewer than 30 years, surpass- 
ing powerful incumbents including Sears, Kmart, and 
Kroger 


P; In a highly heterogeneous demand and heterogeneous sup- 
ply market, aggregation advantage results 1n better finan- 
cial performance than differential advantage 


From industry structure to government policy The 
industrial organization perspective maintains that the prof- 
ıtabılıty of an industry 1s determined by five forces of com- 
petition (Porter 1980) These include rivalry among existing 
competitors, threat of new entrants, threat of substitute 
products and services, bargaining power of suppliers, and 
the bargaining power of customers Therefore, choosing an 
industry that 1s less competitive will, by definition, generate 
better profitability Industry concentration 1s a good ındıca- 
tor of low competition, and ıt 1s typically measured by mar- 
ket share distribution In addition, a company even 1n a very 
competitive industry can earn superior returns 1f 1t chooses 
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Differential advantage 
Industry structure 
Resource possession 


Market orientation 
Relationship marketing 
Customer satisfaction 


Compliance 

Excessive consumption 
Finance driven marketing 
Glocalization 


Diffusion of innovation 
Country of origin advantage 


—” To 


a Aggregation advantage 
Government policy 
Resource improvisation 


Market development 
Institutional marketing 
Convert nonusers to users 


Inclusive growth 
Mindful consumption 
Purpose driven marketing 


Fusion 
Democratization of Innovation 
Nation brand advantage 
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the nght strategy among three mutually exclusive strate- 
gies cost leadership, differentiation, and focus 

Finally, a company must focus on activities ın its value 
chain (both primary and support activities) to offer a supe- 
rior value 1n 1ts chosen strategy (cost leadership, differentia- 
tion, or focus) If value 1s defined as what the market 1s 
willing to pay, superior value stems from offering lower 
prices than competitors for equivalent benefits or providing 
unique benefits that more than offset a higher price (Hunt 
2010) 

Sheth and Sisodia (2002) propose an alternative 1ndus- 
try structure model Each industry consists of three full-line 
generalists (constituting an oligopoly) that have volume and 
velocity advantage, as well as numerous product or market 
specialists (monopolistic competition) that have the margin 
advantage through selection and service Thus, each 1ndus- 
try 1s a combination of part oligopoly and part monopolistic 
competition. Both generate above-average returns relative 
to others Therefore, a firm must decide whether 1t wants to 
be a full-line generalist or a multiproduct-multimarket spe- 
cialist In retailing, it means whether a firm wants to be 
Wal-Mart or Target, or does 1t want to be a specialty retailer, 
such as Foot Locker (product specialist) or The Limited 
(market specialist) Because strategies and capabilities are 
different, a firm must decide between these two choices and 
gain the respective competitive advantage Uslay, Altintig, 
and Windsor (2010) have recently tested Sheth and Sido- 
dia's model of competition empirically 

The presumption of industry structure theory 1s that 
market size 1s fixed and 1s a zero-sum game of gaining mar- 
ket share However, it 1s the opposite situation for emerging 
markets, in which growing the market with increasing com- 
petition 1s likely to result 1n greater profitability and, even 
more important, ın the market cap of the company The best 
example 1s the Indian wireless industry, in which private- 
sector participation expanded the total market and has 
delivered profitable growth at the lowest prices in the 
world, and the market valuation of both private and state 
enterprises 1s far greater than the industry price-earnings 
ratio 


P5 In markets in which growth has been regulated by govern- 
ment policy, growing the total market demand by policy 


changes results 1n better financial performance than indus- 
try concentration 


From resource possession to resource improvisation 
The resource-based view maintains that resources are both 
significantly heterogeneous across firms and imperfectly 
mobile Therefore, a firm that possesses resources that are 
valuable, rare, imperfectly mobile, and immutable will gain 
competitive advantage (Wernerfelt 1984) Resource-based 
advantage theory has become popular in marketing, with a 
focus on intangible assets such as brands and customers AS 
discussed previously, a key characteristic of emerging mar- 
kets 1s a chronic shortage and heterogeneity of resources If 
necessity 1s the mother of invention, then resource shortage 
is the father of innovation 

In emerging markets, therefore, a company gains advan- 
tage by learning to 1mprovise with scarce resources and, 1n 
the process, to become more innovative relative to 1ts com- 
petition Innovation through improvisation may occur with 
respect to each of the four Ps of marketing product, price, 
place, and promotion It also 1ncludes improvisation as a 
consequence of a lack of primary and enabling infrastruc- 
tures, a lack of skilled workforce, and a lack of access to 
low-cost capital This 1s referred to as yaggad ın India 

There are numerous case histories that validate this 
observation, such as the Grameen Bank in Bangladesh, 
milk cooperatives such as AMUL 1n India, and Avon prod- 
ucts 1n Brazil, as mentioned previously It also includes the 
recent success of General Electric 1n medical instruments 1n 
China and India 


Ps In markets with a chronic shortage of resources, 1mprovi- 
sation results 1n better financial performance than posses- 
sion of differentiated resources 


Rethinking Marketing Strategy 


In this section, I focus on three marketing strategies that 
have become mainstream for empirical research 1n market- 
mg market orientation, relationship marketing, and cus- 
tomer satisfaction I suggest how the rise of emerging mar- 
kets will affect each of them 


From market orientation to market development Recently, 
the market orientation perspective articulated by Narver and 
Slater (1990) and by Kohli and Jaworski (1990) has become 
a dominant paradigm in marketing “The fundamental 
imperative of market orientation strategy 1s that, to achieve 
competitive advantage and, thereby, superior financial per- 
formance, firms should systematically (1) gather informa- 
tion on present and potential customers needs and (2) use 
such information ın a coordinated way across departments 
to guide organization wide responsiveness to meet or 
exceed them” (Hunt 2010, p 413) 

Market orientation can be traced back to the marketing 
concept articulated and developed in the early 1960s, 1n con- 
trast to production or sales orientation “The marketing con- 
cept maintains that all areas of the firm should be customer- 
oriented, (b) all marketing activities should be integrated, 
and (c) profits, not just sales, should be the objective 
Knowing one’s customers and developing products to sat- 


isfy their needs, wants and desires, has been considered 
paramount” (Hunt 2010, p 413) 

As discussed, emerging markets include the consump- 
tion of, and competition from, unbranded products and ser- 
vices Indeed, most consumers make products at home 
Many consumers have no brand or product knowledge 
Often, they do not even know how markets operate They 
largely depend on an intermediary, who provides selective 
information, selective choices, and cash flow financing 
Therefore, it is difficult to generate market intelligence per- 
taining to current and future customer needs It seems that 
in emerging markets, markets are created by shaping cus- 
tomer expectations, not by assessing them Indeed, 1t 1s 
often a “field of dreams" If you build it, they do come This 
has clearly been the case in China for fast foods and auto- 
mobiles The same seems to be true in Russia and India 
Because markets are informal and unorganized as a result of 
a lack of adequate infrastructure, what matters most in 
emerging markets 1s market development strategy market- 
ing accessible and affordable branded products and services 

As mentioned previously, Avon Products has taken this 
approach in Brazil with a million-plus agents by organizing 
selling and distribution systems along with mucrofinancing 
Similarly, market development has been the backbone for 
public telephones in India, which uses a franchise system 
Similar stories abound for Bata Shoes in Afnca and in 
India Indeed, this has been the strategy of Huawei Tech- 
nologies 1n the telecommunications infrastructure industry 
in Africa and for Life Insurance Corporation of India, which 
offers life policies 1n rural markets Probably the best exam- 
ple 1s the success of Western Union, which has organized a 
global money transfer system for migrant workers Hıstorı- 
cally, franchising has been the most popular approach to 
market development, such as the pioneering success of Hol- 
iday Inn, McDonald’s, and Ace Hardware in the United 
States 


P, In markets consisting of unbranded competition for prod- 
ucts and services, market development delivers better 
financial performance than market orientation 


From relationship marketing to institutional marketing 
Since the growth of the services economy, there has been a 
shift 1n marketing toward understanding and managing 
long-term relationships with individual customers Specifi- 
cally, in many service industries, such as telephone, utılı- 
tes, and banking, once a customer establishes an account, 
he or she stays 1n the relationship unless there 1s an exoge- 
nous event, such as physical move or divorce Alternatively, 
some disruptive change initiated by the service provider 
destabilizes the relationship Therefore, postsales activities 
and experiences through customer support are crucial in 
relationship marketing Also, rather than fight for market 
share, marketing strategy shifts toward “share of wallet” by 
offering the same customer a portfolio of services This 1s 
common 1n financial services and in telephone services, 
including bundling, for example This leads to calculating 
the lifetime value of the customer and customer profitabil- 
ity analysis (Kumar and Peterson 2005) 

Relationship marketing establishes competitive advan- 
tage by attracting, developing, and maintaining relation- 
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ships with customers through building trust and making 
commitment of resources to customers (Hunt 2010) In 
emerging markets, the concept of relationship marketing 1s 
very useful However, the target may not be the end cus- 
tomer Given that emerging markets are governed by 
sociopolitical and faith-based institutions such as the gov- 
ernment, religion, NGOs, and the local community, it 
becomes necessary to attract, develop, and maintain rela- 
tionships with institutions and their leadership This has 
been well documented 1n research on the diffusion of inno- 
vation in the farming community, 1n which it 1s important to 
establish a relationship with opinion leaders of the commu- 
nity This has been also found to be true in the medical 
community for adoption of new drugs In other words, 
establishing and sustaining a relationship with market mak- 
ers 18 as important as with customers Fortunately, there 1s a 
well-established theory of institutional economics that may 
be useful in developing institutional marketing strategy 
(Gu, Hung, and Tse 2008, Hoskisson et al 2000) 


Ps In markets governed by sociopolitical institutions, it 1s 
more important to attract, develop, and maintain relation- 
ships with institutions and their leaders than with end cus- 
tomers for superior financial performance 


From customer satisfaction to converting nonusers into 
users Customer satisfaction emerged as a key marketing 
strategy ın the 1980s as a way to regain global competitive- 
ness after the first energy crisis of the late 1970s Because 
Japan had emerged as a successful global competitor to the 
United States in many industries, including television, 
watches, and automobiles, the Malcolm Baldrige Quality 
Award from the US government, anchored on customer 
Satisfaction, became a part of corporate strategy 

While satisfaction was a key construct in Howard and 
Sheth’s (1969) theory of buyer behavior as a way of under- 
standing how postpurchase experience compared with pre- 
purchase expectations (attitude) reinforced the decision 
resulting in brand loyalty, 1t became part of marketing strat- 
egy only in the 1980s This led to growth of JD Power’s 
customer satisfaction index in the automobile industry and 
eventually virtually across all consumer and some business 
products and services 

Finally, Fornell et al (2006) developed a cross-industry 
aggregate index at a national level They also linked their 
customer satisfaction index to a company’s financial perfor- 
mance, including market cap of the company 

Several professional books by Frederick Reicheld and 
the development of Net Promoter Score gained top manage- 
ment attention As mentioned previously, the concept of 
CLV and profitability at the individual customer level 
resulted in modeling the economic value of customer cen- 
tricity (Kumar and Peterson 2004, Kumar and Shah 2009) 
It also led to developing customer equity as an intangible 
asset as important as brand equity 

The stream of research still continues to grow with access 
to large-scale end-customer data (especially ın the telephone 
and banking industries) and affordable data-mining tools 
and techniques It has become a core part of modeling 
research in marketing 
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Emerging markets, with their unique characteristics of 
unorganized markets and lack of adequate infrastructure, 
including media and distribution, suggest that what 1s 
equally important 1s to convert nonusers into first-time users 
The real challenge and opportunity 1s to convert nonusers to 
users, whether it 1s for automobiles, motorcycles, cell phones, 
television sets, banking and insurance, or household prod- 
ucts and services The real competition lies in the make ver- 
sus buy decision Therefore, it 1s necessary to develop a 
marketing strategy around the economic, social, and emo- 
tional value of outsourcing As Williamson (1976) points 
out, transaction cost economics 1s fundamentally the eco- 
nomics of make versus buy choices on a continuum from 
markets (outsourcing) to hierarchy (ınsourcing) 

In emerging markets, it 1s the reverse shift What moti- 
vates consumers to outsource (buy) homemaking activities, 
such as cooking, cleaning, and child care? Is ıt strictly an 
economic decision, or 1s it influenced by social and behav- 
ioral considerations? For example, why do rural farmers 
buy branded blue jeans and T-shirts when, at the same time, 
they consume unbranded daily necessities? Are there social 
or emotional reasons emerging-market consumers tend to 
be more brand conscious? 

What matters most from a marketing perspective 1n out- 
sourcing decisions is informung, educating, and enabling 
customers through workshops, social media, and channel 
development This 1s similar to what happens for new tech- 
nology breakthroughs such as personal computers, indus- 
trial automation, and operating software systems In short, 
what matters most 1s creating first-time users It requires 
homogenization of expectations through framing, incen- 
tives, and development (Sheth and Mittal 1996) 


Pg In markets that largely consist of self-made products and 
services, converting nonusers to first-time users results in 
better financial performance than satisfying existing users 


Recent examples of success by Starbucks, McDonald’s, 
and Coca-Cola in China, and similar successes by Subway 
and Domino's Pizza ın India, provide validation of this 
proposition 


Rethinking Marketing Policy 


Historically, marketing policy has been compliance driven 
with respect to each of the four Ps Product 1s regulated by 
multiple agencies (the Food and Drug Admınıstratıon, U S 
Department of Agrıculture, and the Product Safety Com- 
mission) with regard to safety, disclosure, and labeling 
Similarly, pricing 1s regulated by multiple agencies (the 
Federal Trade Commission and the U S Department of Jus- 
tice's Antitrust Division) for predatory pricing, price fixing, 
monopoly pricing, and unit pricing Promotion, which 
includes advertising, sales promotions, and personal selling, 
is regulated for deception, intrusion, and partial disclosure 
This includes truth 1n lending, truth in advertising, privacy 
protection, and the Do No Call Registry for telemarketing 
Most regulation has been legislated to protect consumer 
rights as a consequence of marketing malpractice or market 
failures, such as redlining or subprime lending In addition, 
marketing regulation and policy issues have arisen from 
financial (e g , home mortgages) and physical (toys made ın 


China and salt in processed foods) crises as well as from 
negative press (eg , BP, Toyota) It has also arisen from 
consumer advocates and consumerism Peter Drucker very 
aptly observed that presence of consumerism 1s the shame 
of marketing (e g , Uslay, Morgan, and Sheth 2009) 

With the growth of emerging markets comprising a large 
percentage of consumers below the poverty level, as well as 
the emergence of new brand-conscious middle-class con- 
sumers who are first-time buyers of everything from cell 
phones to television sets to automobiles and homes, market- 
ing policy can, and must, take on three new roles to positively 
encourage and participate in shaping public policy (De 
Figueiredo 2010) I discuss these ın the following subsections 


From compliance to inclusive growth The first role 1s 
related to inclusive growth Historically, marketing has 
been driven by markets and financial outcomes This has 
resulted in neglect or abandonment of markets such as rural 
or disadvantaged urban consumers, especially for health, 
education, and lending (Anderson, Markides, and Kupp 
2010) In turn, this neglect has resulted 1n the creation and 
coexistence of unorganized and exploitative marketers 
whose practices generate marketing’s negative image (Gar- 
rett and Karnani 2010) 

By definition, inclusive growth implies proactive inclu- 
sion of all consumers, not just those who can afford existing 
market prices As mentioned previously, Mahajan and 
Banga (2005) point out that 86% of the population in 
emerging markets has yet to experience the benefits of 
industrial 1nnovations such as running water and electricity 

There are four approaches to achieving inclusive 
growth The first 1s the deployment of corporate social 
responsibility initiatives specifically targeted at inclusive 
growth 1n areas such as consumer literacy, microfinancing, 
and social entrepreneurship A second approach 1s publıc— 
private partnership in which both the government and the 
private sector agree to pool resources and expertise to focus 
on the societal needs that free market processes and tradi- 
tional marketing fail to address Led by the world agencies 
such as the World Bank, this public—private partnership 
model of serving the unserved markets on a sustainable 
long-term basis 1s an important area of research 1n market- 
ing policy As mentioned previously, worldwide experi- 
ments in countries such as Mexico, Peru, India, and parts of 
Africa provide a large pool of data for research opportuni- 
ties in marketing 

A third, and more recent, approach to inclusive growth 
is large-scale investment by younger but wealthier NGOs, 
including the MacArthur Foundation and the Gates Founda- 
tion In addition, the Grameen Bank (microlending) in 
Bangladesh and Pratham (urban slums) and Jaipur Foot 
(prosthetics for polio victims) 1n India have demonstrated 
how low-cost innovation in products and distribution can 
achieve inclusive growth 

Again, while the traditional successful marketing exam- 
ples of packaging shampoo ın single-serve units (Sachet) or 
repackaging Coca-Cola as a smaller serving to make them 
more affordable are useful, the real breakthrough and non- 
traditional concepts and practices seem to be with these 


newer NGOs Here, again, access to data for empurical 
research 1s ltkely to be less problematic 

The fourth approach 1s market-based affordable products 
and business innovations Emerging markets are becoming 
hotbeds of innovation, according to a recent special report 
on innovation 1n emerging markets in The Economist (2010, 
p 3) “They are coming up with new products and services 
that are dramatically cheaper than their Western equiva- 
lents $3,000 cars, $300 computers, and $30 mobiles 
phones that provide nationwide service for just 2 cents a 
minute ” 

The Economist describes what 1t refers to as “charms of 
frugal innovation” by citing two examples First, there 1s a 
handheld electrocardiogram (ECG) called the Mac 400, 
invented in General Electric’s laboratory 1n. Bangalore 
(India), which 1t calls a masterpiece of simplification It 
also sells for $800 instead of $2,000 for a conventional 
ECG and has reduced the cost of an ECG test to just $1 per 
patient A second, equally exciting innovation 1s a low-tech 
device for water purification that uses rice husks (a waste 
product), 1nnovated by Tata Consulting Services “Tt ıs not 
only robust and portable but also relatively cheap, giving a 
large family an abundant supply of bacteria-free water for 
an initial investment of about $24 and a recurring expense 
of about $4 for a new filter every few months Tata chemi- 
cals, which 1s making the device, is planning to produce 
over 1m next year and hopes for an eventual market of 
100m" (The Economist 2010, p 6) 


P; A company's policy that is anchored to inclusive growth 
generates better financial performance in emerging mar- 
kets than its free market process 


From excessive to mindful consumption A second major 
area of concern (and research opportunity) 1s mindful con- 
sumption (Sheth, Sethia, and Srinivas 2010) With more 
than 4 billion consumers ın the emerging markets, all aspır- 
ing to become first-time buyers and consumers of modern 
technological products, sustainability will become a key 
challenge for marketing and business As I point out in 
Chindia Rising (Sheth 2008), it 1s neither technology nor 
capital that will be the showstopper for the growth of China 
and India It will be the environment 

The biggest consequence of the Industrial Revolution 
was the location divorce of production from consumption 
While ıt resulted ın modern commerce and trade, which are 
the roots of marketing, 1t also generated more than 70% of 
the total carbon footprint from three basic areas of con- 
sumption processed foods, modern homes, and personal 
vehicles As mentioned previously, the first Industrial Revo- 
lution benefited only a small percentage of the world popu- 
lation If we add the size and rapid growth of the new mıd- 
dle class of emerging markets, 1t 1s likely to have both 
short- and long-term consequences for sustainability (Sheth 
and Parvatiyar 1995) 

Current marketing practices that are friendly to the envi- 
ronment are conservation and green marketing Conserva- 
tion 1s anchored to the three Rs of consumption reduce, 
reuse, and recycle Green marketing includes products that 
are less harmful to the environment, such as low-emission 
motor vehicles and energy-efficient appliances, homes, and 
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factories However, these practices are not sustainable if 
marketing policy also embraces inclusive giowth Unfortu- 
nately, with efficiency 1n producing and marketing of prod- 
ucts and services and with the customer-centric accommo- 
dation of heterogeneous expectations, marketing has 
encouraged unnecessary purchasing and consumption by 
offering endless variety, 24/7 convenience, and aggressive 
sales promotions 

In terms of policy, marketing may have to reduce 
choices and regulate consumption either voluntarily or by 
compliance through new regulations Just as we have 
worked to demarket smoking cigarettes and ban text mes- 
saging while driving, ıt will become increasingly necessary 
for marketing to be socially responsible in 1ts own practices 

A major area of marketing policy for sustainability 1s to 
encourage mindful consumption This includes developing 
a caring mind-set among consumers and customers—that 
1$, caring for the self, caring for the community, and caring 
for the environment Similarly, marketing through policy 
can encourage moderation 1n product acquisition, replace- 
ment, and disposal It 1s well documented in medical 
research that the modern lifestyle and consumption habits 
have become self-destructive as well as harmful to the socı- 
ety and the environment From a policy perspective, it will 
be in the self-interest of marketing to inculcate and encour- 
age mindful consumption This may require reinforcing 
consumers who are mindful of their consumption, using 
Incentives and disincentives for reducing excessive and 
unnecessary consumption (especially of resources such as 
water, electricity, and gasoline), educating consumers about 
the consequences of their consumption, and partnering with 
policy makers to regulate consumption, as we have done 
with smoking and other mandatory deconsumption issues 


Pg A firm’s marketing policy anchored to mindful consumption 
generates better financial performance than free-market- 
based excessive consumption 


From finance-driven to purpose-driven marketng A 
third area of marketing policy research 1s what I refer to as 
purpose-driven marketing Recently, many scholars have 
questioned the raison d’étre of marketing Should market- 
ıng's purpose be limited to growth, profit, and market capı- 
talization in creating and nurturing marketing assets such as 
brand equity and customer equity? It seems that marketing 
without purpose 1s likely to amplify mistrust of marketing 
and become a target of social criticism, especially with the 
growth of social media 

Is it possible to fuse purpose into profit? Sisodia, Wolfe, 
and Sheth (2007) find that purpose-driven companies out- 
perform the Standard & Poor’s 500 stock market index by 
four times and exceed twice the financial performance of 
“Good to Great Companies” selected as financial role mod- 
els by Jim Collins In other words, there 1s no trade-off 
between purpose and profit, contrary to popular and wide- 
spread belief 

Purpose-driven marketing, along with inclusive growth 
and sustainable consumption, will become increasingly nec- 
essary as emerging markets migrate from the peripheral to 
the core of world markets Purpose-driven marketing will 
require three key changes 1n marketing policy and practice 


176 / Journal of Marketing, July 2011 


First, ıt will require extending marketing to a company's 
stakeholders (community, employees, channel partners, 
suppliers, and investors) and not just its customers The 
stakeholder perspective of marketing 1s likely to result 1n 
balancing diverse and sometimes conflicting goals and per- 
ceptions of different stakeholders It will mean developing 
marketing skills for employee branding as well as commu- 
nity branding and communication 

A second area of research 1s related to developing 
purpose-driven brands While most brands are historically 
anchored to product attributes, and some have transcended 
to focus on customer benefits, how do we embed purpose 
and meaning in brands for customers and other stakeholders 
that go beyond product attributes and customer benefits? 
Do purpose-driven brands outperform other brands? Does a 
purpose-driven brand command a greater asset value than 
others? Is the lifetime value of purpose-driven brands 
greater than that of other brands? 

A third aspect of purpose-driven marketing 1s to redefine 
the raison d’étre of marketing as trustee and steward for 
each of 1ts assets (branding and customers) In other words, 
how can marketing attract, nurture, and retain trust of cus- 
tomers, community, employees, and other stakeholders? 
What are marketing's roles and activities as brand steward 
for a company's products, services, and reputation? 


Po (a) Purpose-driven marketing delivers better financial per- 
formance than finance-drıven marketing (b) Purpose-driven 
marketing generates greater brand and customer equity 
than finance-driven marketing (c) Purpose-driven market- 
ing wins greater share of heart of customers than finance- 
driven marketing 


Hethinking Marketing Practice 


Marketing practice 1s partly driven by theory, partly by 
strategy, and partly by policy As described previously, 
there are four substantive areas of research related to inter- 
national marketing (1) Why do products flourish here and 
fizzle there? (2) Should a company extend or adjust its mar- 
keting mix to suit the local markets? (3) Are there country- 
of-origin effects, especially 1n emerging markets 1n which 
image of an advanced country 1s often an advantage? (4) 
Can brands be global or should they be local or regional? 
This section focuses on how the rise of emerging markets 
will affect marketing practice, including redefining the role 
of the chief marketing officer and reorganizing the market- 
ing function 


From glocalization to fusion marketing The old debate 
of whether, when, and how to extend or adjust marketing 
mix based on local cultures and regulation 1s giving way as 
a result of more bilateral and regional free-trade agreements 
and globalization of competition. Markets are less regulated 
than they were 1n the 1980s, especially after the abolition of 
the General Agreement on Tariffs and Trade, establishment 
of the World Trade Organization, and economic reforms in 
many emerging markets, such as Vietnam, Ghana, Ecuador, 
and of course the BRIC countries The growth of the Inter- 
net and new social media across national and cultural 
boundaries are further indicators of borderless markets 
enabling even freer flow of trade and investment This 


global village phenomenon has raised the academic debate 
about extension versus adjustment to another outcome— 
namely, the fusion of marketing practices between 
advanced and emerging markets 

With the rise of China and India (Chındıa), rather than a 
clash of cultures, there seems to be more of a fusion of the 
East and the West in cuisines, arts, literature, spirituality, 
music, and design Rudyard Kipling, who said “East 1s East 
and West is West and never the twain shall meet,” 1s dead 
wrong He is not only dead, but he 1s wrong also! 

Although we have studied the Westernization of emerg- 
ing markets, we need to now research what I refer to as the 
Easternization of the world, especially with respect to fun- 
damental beliefs about spirituality and values In other 
words, we need to develop a new psychographic inventory 
simular to values and lifestyles that can track this trend over 
time Because the Western cultures are prochange, the 
speed of Easternization 1s likely to be faster At the same 
time, the traditional notion of extension versus adjustment 
of marketing mix has to give way to a fusion of marketing 
practice, as symbolized by Christian yoga and integrated 
(holistic) medicine Using brain research, scientists are 
developing an understanding of how meditation brings 
about changes in the brain, a fusion of old tradition with 
contemporary science It would be fascinating to conduct 
research on a link between meditation and brand’s emo- 
tional quotient using brain research methodology 

There are at least three research issues emerging from 
fusion marketing First, how does fusion become a differen- 
tial advantage 1n product innovation or marketing commu- 
nication? For example, does fusion music, fusion food, or 
fusion beverages generate enhanced revenues or price pre- 
mium or both? What 1s the return on marketing 1nvestment 
for fusion marketing? Does ıt generate extraordinary market 
value by developing unique intangible assets? 

A second area of research 1s the use of fusion marketing 
to develop a Blue Ocean Strategy 1n what are otherwise 
highly mature and competitive markets In other words, 
does fusion marketing generate altogether new customers 
and markets (grow the total market)? It seems that market- 
ing strategy for market share and share of wallet may be 
supplemented by altogether new growth as a metric to mea- 
sure the impact of fusion marketing Finally, does fusion 
marketing transcend cultures and markets? In other words, 
1s 1t a global phenomenon appealing to both the emerging 
and the advanced markets? 

It should be noted that fusion marketing 1s distinctly dıf- 
ferent from retro, nostalgia, and heritage marketing At the 
same time, as a construct, 1t needs definition, dimensional- 
ity, and measurement, just as we have done with market orı- 
entation and relationship marketing 


Pio Fusion of cultures and values in marketing mix generates 
better financial performance than either extension or 
adjustment of marketing mix 


From diffusion to democratization of innovation A 
major area of managerial marketing 1n creating a competi- 
tive advantage has been innovation and its successful diffu- 
sion on a global basis The classic examples are Marlboro 
cigarettes and McDonald's The contemporary examples are 


Microsoft, Apple, and Google Traditional research on inno- 
vation has focused on two areas diffusion of innovations 
and differential advantage through inventions, discovery, 
and design This has led to concepts of opinion leadership, 
adoption-diffusion models, and first-mover advantage 
(Kerin, Vardarajan, and Peterson 1992) 

Innovation 1n emerging markets, however, seems to be 
focused on three new areas of research and understanding 
First, how does a firm make innovations more affordable 
through design, target costing, and licensing? This 1s of par- 
ticular interest ın drug discovery, medical instruments, 
appliances, and cars (e g , the Nano car by Tata Motors 1n 
India) 

Most of the research 1n marketing has been on the 
acceptability of innovations, focused on quality, perfor- 
mance, or image We have examined criteria such as rela- 
tive advantage, compatibility, communicability, and triala- 
bility of innovations We have also conducted significant 
research on perceived risk 1n adoption of innovations 

In short, we have examined innovations from the per- 
spective of market needs and wants but not from the per- 
spective of resource constraints such as 1ncome, time, and 
expertise In emerging markets with a large percentage of 
the population below the official poverty level, affordable 
innovation 1s emerging as key to marketing practice 

Note that affordability was a key driver 1n the early part 
of the last century ın the United States Examples include 
the Model T car, Timex watches, Kodak cameras, and 
Coca-Cola, to cite just a few There are similar examples 
with synthetic fibers such as nylon and polyester 1n 1ndus- 
trial raw materials These innovations democratized the 
product for the mass markets Similarly, the United States 
pioneered the idea of home mortgages to make homes more 
affordable, the financing of automobiles through banks, and 
the financing of appliances and home furniture through 
department store credit cards and layaway plans Indeed, 
the largest credit card for a long time was Sears, which has 
now been replaced with bank cards, such as Visa and Mas- 
terCard There may be lessons we can learn from this early 
history of making affordable innovations in the United 
States that may be relevant for emerging markets 

Second, how do we develop products that are accessible 
through design, materials, and technology? The most dra- 
matic examples are access to telephone service 1n remote 
parts of the world and the use of mobile phones for market 
transactions and marketing communications by reaching 
out to rural consumers, producers, and merchants As 
mobile phones become more and more capable and com- 
patible with the Internet, the marketing divide between the 
base of the pyramud and rest of the market 1s likely to 
shrink The Internet 1s a rich medium, and it has universal 
reach It 1s a great equalizer between the haves and the 
have-nots with respect to asymmetry of information and 
market power 

Access to products and services 1s also directly related 
to infrastructure, logistics, and supply chain With the 
exception of China, it is likely to take years, if not genera- 
tions, to build modern infrastructure 1n rural markets of 
most emerging economies Therefore, improvisation and 
grassroots innovation may be better to reach the base-of- 
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the-pyramid market As mentioned previously, several 
NGOs have learned how to provide health and education 
services in the most remote parts of emerging markets The 
real secret of success for Coca-Cola has been its distribu- 
tion system, which delivers its products deep into the rural 
markets all over the world While market access may not be 
a glamorous area for research, 1t 1s critical to marketing suc- 
cess Indeed, it 1s often the real differential advantage for a 
company especially in emerging markets 

A third area of marketing practice 1s reverse innovation 
As more companies shift their research-and-development 
centers to emerging markets to develop products using local 
talent with a focus on indigenous market-based innovations, 
it ıs likely that what succeeds in emerging markets may 
become global market opportunities This is already hap- 
pening in the automotive, pharmaceutical, medical instru- 
ments, and life sciences industries as well as in appliances, 
consumer electronics, and personal computers Marketing 
of reverse innovation will be important to understand 
because it has the potential for nonlinear and disruptive 
market effects 

In a recent article, Jeff Immelt, chairman and chief execu- 
tive officer of General Electric, along with his coauthors 
(Immelt, Govindrajan, and Trimble 2009), explained why 
the company decided to invest $3 billion (this is equivalent 
to $12 billion 1f adjusted by purchasing power parity) in the 
next six years to create at least 100 health care innovations 
in emerging markets that would substantially lower costs, 
Increase access, and improve quality The ECG portable 
machine discussed in The Economist (2010) special issue as 
well as a portable personal computer—based ultrasound 
machine that sells for as little as $15,000 are considered 
revolutionary not only for their small size, low price, and 
portability but also because they were developed 1n India 
and China, respectively, and are now being sold in the 
United States, where they are pioneering new uses for such 
machines General Electric calls this "reverse innovation" 
because ıt is the opposite of the glocalization approach that 
many industrial goods manufacturers based ın rich coun- 
tries have employed for decades With glocalization, com- 
panies develop great products at home and then distribute 
them worldwide, with some adaptations to local conditions 
The authors go on to state that “glocalization worked fine in 
an era when rich countries accounted for the vast majority 
of the market and other countnes didn’t offer much oppor- 
tunity But those days are over, thanks to the rapid develop- 
ment of populous countries like China and India and the 
slowing growth of wealthy nations” (Immelt, Govindrajan, 
and Trimble 2009, p 3) 

The low-cost reverse innovation 1s not Just to expand 
the low-end market but also to preempt local competitors in 
those countries, the so-called emerging giants, from creat- 
Ing similar products and then using them to disrupt GE ın 
rich countries 

One place to incubate reverse 1nnovation 1s the unorga- 
nized local bazaars The sheer diversity of market bazaars and 
behaviors with respect to pricing, distribution, and customer- 
supplier relationships 1s astounding Like the Galapagos 
Islands, we need to understand the market ecosystem and 
interdependence of different market Species, probably 


178 / Journal of Marketing, July 2011 


through anthropological or odyssey research For example, 
the informal bazaar 1s a powerful place to fully undeistand 
relationship marketing anchored more to interdependence 
and not simply trust and commitment Contrary to our tradi- 
tional thinking of “Think global, Act local,” this suggests 
the reverse “Think local, Act global ” Similar to the global 
success of Starbucks, a local practice or product may have 
the potential to become a global marketing opportunity 


Pi; As emerging markets become core to a company’s mar- 
keting strategy, low-cost, affordable products with scale 
advantage generate better financial performance than 
high-priced premium products 


From country of origin to building the nation brand 
The country-of-origin advantage 1s historical and tran- 
scends modern concepts of branded products Indeed ıt goes 
back to pre-Christian era, beginning with Europeans trading 
silk with China through West Asia (the so-called silk route) 

There are several new areas of research and hypotheses 
related to country-of-orıgın effects as a consequence of the 
rise of the emerging markets Furst, branding of a nation 1s 
not limited to adding reputation for its products and ser- 
vices Today, nation branding 1s equally important to attract 
tourism, talent, trade, and investment and for citizen rela- 
tionship management With globalization, nations are com- 
peting for markets, resources, and geopolitical hegemony 
For example, there is the growing influence of China and, 
to a lesser extent, India 1n other emerging markets and espe- 
cially in Africa and Latin Amenica for both access to market 
and securing strategic resources (Sheth 2008) The soft 
power 1s becoming a key intangible brand asset for nations 
Brand ambassadors include a nation’s diaspora (e g , Indian 
and Chinese people have settled all over the world) as well 
as its heritage ın culture, arts, and entertammment 

While soft power 1s a core construct in political Science, 
it 15 almost nonexistent ın marketing practice, even though 
products and services made 1n a given country or offered by 
a company headquartered in a given country have enor- 
mous positive or negative impact by association For exam- 
ple, products made by companies from the United States 
may be boycotted 1n markets 1n which Americans are not 
wanted and, at the same time, open up doors 1n other coun- 
tries in which there are growing political, economic, and 
military partnerships This ıs best illustrated by the growth 
in trade and investment between India and the United 
States, which, at one time, had a somewhat acrimonious 
political and 1deological relationship Conversely, the polıtı- 
cal relationship between China and the United States is 
becoming increasingly acrimonious, resulting 1n negative 
propaganda about each other This was most prevalent 
between the Soviet Union and the United States during the 
Cold War years As a consequence, Coca-Cola was not wel- 
comed in the Soviet Union and many of the nonaligned 
nations, including India and Egypt, which became a 
competitive entry advantage for its archrival Pepsi There 
are similar case histories about cars, computers, and con- 
struction equipment marketers Research on soft power and 
the role of the government 1n opening markets for a nation's 
products and companies 1s a key area of potentially devel- 
oping a good theory or perspective 


A second area of research is the mse of nationalism ın 
emerging markets in which a brand 1s loved and patronized 
ın the local market because ıt has been globally successful 
against well-established incumbents Examples include 
LeNovo, Haier, and Huawei in China Similar examples 
include Tata, Mahindra & Mahindra, Wipro, and Infosys in 
India Indeed, this country-of-origin advantage for global 
enterprises 1n emerging markets 1s now going beyond the 
national shores to other emerging markets The love and 
admiration for native sons that are doing exceptionally well 
likely has an intangible value and competitive advantage, 
but we do not have good empirical research on this 1n mar- 
keting 

A third area of research 1s a longitudinal study of how a 
nation’s brand evolves over time We have great historical 
research on the nse and fall of great powers (Kennedy 
1986), such as the Roman, Spanish, and British empires, 
although 1t has not been linked to country-of-ongin effects 
in marketing In other words, what are the positive and 
negative effects on products and services of a nation as 1t 
goes through the cycle of being admired to being labeled as 
hentage or legacy? This has been the case for the British 
empire, many of the British brands endorsed by the royalty 
have become either heritage or legacy brands Similarly, 
with the rise of China, and to some extent India, and as was 
the case with the rise of Japan ın the 1980s and Korea ın the 
1990s, what 1s the 1mage of products and services made 1n 
the United States? Has the United States lost its preemi- 
nence as the best innovator country? 

As second aspect of brand life cycle has to do with its 
evolution Historically, a brand with its patent-protected 
innovation would begin in a high-quality, high-priced (pre- 
mium) position, then migrate to a value position, and finally 
into a price position This has been the case with Levi's ın 
blue jeans and Maytag 1n appliances However, emerging- 
market enterprises seem to follow a reverse brand cycle 
For example, Honda started with the economical Honda 
Civic, moved up to Honda Accord, and then introduced 
Acura as its luxury brand Similarly, Toyota started with 
Corolla, moved up to Camry, and then successfully entered 
the luxury brand market through Lexus This 1s now hap- 
pening with Korean companies, such as Hyundai in the 
automobile market and Samsung ın the consumer electron- 
ics and cell phone markets It 1s also happening with Indian 
pharmaceuticals, starting with generic brands and then 
introducing proprietary brands The Indian software ındus- 
try also began with Y2K legacy technology, moved up to IT 
services, and now aspires to do the same ın the system ınte- 
gration business 


Pi, (a) The greater the soft power of a nation, the greater 1s 
the halo effect on its products and services (b) The 
greater the global success of an emerging market multı- 
national, the greater 1s the affinity of 1ts products and ser- 
vices in its domestic market 


Implications for Research 
The rise of emerging markets offers new research and 
theory opportunities As companies globalize their opera- 
tions and presence, they generate worldwide data on their 


customers 1n both the business-to-business and business-to- 
consumer markets First, what we need 1s comparative 
empirical research on the actual behavior of customers 
using marketing analytics For example, do the consumers 
ın emerging markets buy and use cell phones ın different 
ways than consumers 1n advanced countries? If so, what are 
the contextual causes for these differences? It may not be 
differences 1n needs and wants as much as resource con- 
straints, inadequate infrastructure, or unique distribution sys- 
tem For example, most emerging markets have prepaid cell 
phone services primarily because there 1s neither a credit- 
rating system nor a significant penetration of bank cards 
The areas of comparative research and developing customer 
insights from data analytics are practically limitless 

A second area equally important 1s theory development 
A domain does not become a discipline without a well- 
developed and accepted theory As Yadav (2010) points out, 
marketing has a dearth of good theory, whether it 1s gener- 
ated by context-driven discovery process or construct-based 
justification We need dimensionalization of markets into 
some fundamental invariant constructs that can become the 
basis for a good comparative theory While market hetero- 
geneity 1s used for understanding demand diversity, it 15 still 
not a core construct ın marketing Sımılariy, institutional 
governance of markets 1s another construct that may be 
powerful 1n developing a comparative theory of markets 

A third area of research 1s marketing policy We need a 
comprehensive theory about role of marketing ın society 
anchored to inclusive growth, sustainability, and purpose 
Marketing as an institution and discipline 1s likely to become 
a fish 1n the digital fishbowl, especially with the worldwide 
growth of social media Everyone can take stakeholding and 
amplify the negative perception of marketing as a practice 
and a discipline because of its inherent association with trad- 
ing and selling A purpose-driven marketing approach will 
ensure that the discipline 1s perceived as a positive force for 
the society, comparable to medicine and engineering 

A fourth area of research in marketing 1s the fusion of 
existing perspectives with alternative perspectives generated 
by the context In other words, how can we blend the old 
and the new in our theory development and strategy? For 
example, how do we blend industry structure economics 
with institutional economics, as Williamson has tried to do 
with a hybrid theory of markets and hierarchies? Similarly, 
how do we blend market orientation with market develop- 
ment and resource advantage with scarcity of resources? Of 
course, the low-hanging fruits are the comparative empiri- 
cal research studies with access to global databases and 
marketing analytics 


Implications for Practice 


Probably the greatest impact of emerging markets will be 
on marketing practice, as discussed previously I suggest 
three areas First, and probably the most important, will be 
the redefinition of the role and the responsibility of the 
chief marketing officer The current mind-set and compe- 
tencies are likely to become liabilities as emerging markets 
become core to a company’s business The traditional colo- 
nial mind-set of perceived superiority of the marketing 
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practices of advanced countries, and especially among mar- 
keting services companies, such as ad agencies, and market 
research companies, requires the most significant change 
As Immelt, Govindrajan, and Trimble (2009) point out, the 
glocal practice of 1nnovation has run its course and needs to 
be complemented with or substituted by reverse innovation 

A similar mind-set change has to do with brand life 
cycles The traditional view of inventing a technology, 
branding it, and initially offering it as a high-priced pre- 
mium offering and eventually becoming a value brand 
needs to be replaced, starting with anchoring a brand to 
price position, elevating it to value position, and finally ele- 
vating 1t to the premium position This 1s not limited to the 
evolution of products and offerings but also applies to the 
evolution of nations 

The competency of the chief marketing officer will also 
need to shift from a functional specialist to a deep generalist 
The marketing myopia of focusing on a single stakeholder— 
namely, the customer—must expand to stakeholder market- 
ing, as Smith, Drumwnight, and Gentile (2010) suggest ın 
the recent special issue of Journal of Public Policy & Mar- 
keting In addition to competencies regarding products and 
promotion, the chief marketing officer will need competency 
with respect to corporate social responsibility and must 
learn to partner with NGOs and government led initiatives 

A second area 1s redefining marketing practice from a 
business unit line function to a corporate staff function It 
will resemble a finance or human resources function, per- 
vading all operations, jobs, and functions It will be like 
breathing air As a corporate staff function, it will be custo- 
dian of a company’s marketing assets (customers and 
brands) and will have same integrity, equity, and compli- 
ance issues as ın finance and human resources Indeed, at 
General Electric, this 1s being implemented with the direct 
mandate from the chief executive officer (Comstock, 
Gulati, and Liguori 2010) The latter two corporate func- 
tions are regulated by external agencies with public disclo- 
sure obligations While marketing 1s also regulated by 
external regulations, 1t has fewer disclosure obligations, 
both internally and externally Often, a company's market- 
ing practices are treated as its trade secrets, and therefore 
companies are unwilling to disclose them publicly How- 
ever, greater transparency and good governance are preven- 
tive measures against punitive damages assessed through 
lawsuits, as evidenced by experiences of the cigarette 
industry and the drug companies 

A third area of marketing practice that emerging mar- 
kets are likely to affect will be shortage of marketing talent 
The sheer size of China and India 1n consumer products and 


organized retailing will demand well-trained and competent 
marketing professionals Reliance Retailing, an emerging 
retailer 1n India, has estimated that 1t will need to recruit 
and train 300,000 retail sales professionals, ranging from 
floor salespeople to store managers, 1n less than ten years 

At the same time, traditional places to recruit marketing 
professionals are 1ncapable of generating such large num- 
bers This will be comparable to what the IT 1ndustry expe- 
rienced ın India The industry had to reach out to nonengi- 
neering talent, such as science majors, and add new 
certification and training programs to make them competent 
in software and hardware In turn, this has also led to new 
training and certification companies, such as NIIT and 
Aptec 

What will be needed, therefore, are sales and marketing 
certification programs that can transcend national bound- 
ares, similar to cost accounting and financial planning 
Marketing as a practice 1s also likely to become more voca- 
tional, similar to law and medicine (including paralegal and 
paramedical talent) 


Final Thoughts 


The rise of emerging markets ıs not only inevitable, ıt will 
have a disruptive impact on marketing practice and theory 
as we know ıt today The sheer size of consumer markets ın 
countries such as China and India, combined with their 
aspirations and entrepreneurship, will shift emerging mar- 
kets from the periphery to the core of global competition, 
with home-field advantages going to multinationals from 
these emerging markets It is already happening across 
diverse industries, such as beer, steel, appliances, and cell 
phone services It will also happen in consumer electronics, 
automobiles, personal computers, and information and 
communication infrastructure industries 

The marketing field needs to change from a colonial 
mind-set to a global mind-set In a thoughtful paper, 
Burgess and Steenkamp (2006) propose a four-stage 
process for this transformation theory development, acqui- 
sition of meaningful data, analysis of the data to test 
theories, and learning Research on emerging markets 1s not 
just a “nice thing to do”, it 1s increasingly becoming a 
necessity This would entail encouraging doctoral students 
to go for internships 1n emerging markets and inviting 
future scholars from emerging markets to do postdoctoral 
research or inviting them as visiting professors Finally, 1t 
wil require the editorial leadership of top-tier academic 
journals to make research on emerging markets mainstream 
publications 
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Closing the Marketing Capabilities 
Gap 


Marketers are being challenged by a deluge of data that ıs well beyond the capacity of their organizations to 
comprehend and use Their strategies are not keeping up with the disruptive effects of technology-empowered 
customers, the proliferation of media, channel, and customer contact points, or the possibilities for microsegmentation 
Closing the widening gap between the accelerating complexity of their markets and the limited ability of their 
organizations to respond demands new thinking about marketing capabilities Three adaptive capabilities are 
needed (1) Vigilant market learning that enhances deep market insights with an advance warning system to 
anticipate market changes and unmet needs, (2) adaptive market experimentation that continuously learns from 
experiments, and (3) open marketing that forges relationships with those at the forefront of new media and social 
networking technologies and mobilizes the skills of current partners The benefits of these adaptive capabilities will 
only be realized in organizations that are more resilient and free-flowing, with vigilant leadership and more adaptive 
business models 


Keywords adaptive marketing capabilities, open marketing, data deluge, market orientation, digital marketing, 


strategic marketing, market learning 


plexity of markets and the capacity of most marketing 
organizations to comprehend and cope with this com- 
plexity The increasing demands on marketing organiza- 
tions are leaving marketers and their firms vulnerable Most 
marketers would ruefully endorse this assertion and then 
acknowledge their uncertainty about how to navigate this 
reality The first objective of this article 1s to diagnose the 
growing gap between the demands of the market and the 
capacity of organizations, and especially the marketing 
function within organizations, to meet those demands and 
understand why the gap 1s widening The drivers are 
increasing complexity, interacting with an accelerating rate 
of change in markets and serious organizational impedi- 
ments to responding The growing gap 1s unquestionably 
costing firms profitability now and competitiveness in the 
future 
If the gap has become too wide to tolerate, what are 
companies doing to narrow their capability gap and possi- 
bly gain an advantage over slower-moving competitors? 
The second objective 1s to specify next practices for nar- 
rowing the gap and staying ahead of nvals This requires 
expanding the reach of marketing capabilities well beyond 
the narrow confines of the marketing mix These marketing 
capabilities are adaptive and enable the firm to adjust its 
strategies to fit fast-changing markets These new or 
enhanced capabilities add anticipatory and experimental 
dimensions to the market learning capability and introduce 
a capacity for “open” marketing that orchestrates the capa- 


T= is a widening gap between the accelerating com- 
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bilities of network partners With these adaptive capabilities 
in place, the existing marketing capabilities also become 
more responsive to accelerating market changes 

The forces behind the widening gap, and best sources of 
solutions, are found ın the evolution of the Internet and the 
shrinking cost of communication The challenge for firms 
and marketers 1s to seize the opportunity for advantage out 
of the confusion created by accelerating market complexity 
Their ability to do so will shape the future role and influ- 
ence of marketing within the organization 


A Widening Gap 

Anecdotal evidence of the rapidly increasing complexity of 
the market environment 1s persuasive The experience of 
the mobile phone market 1s illustrative (Court, French, and 
Knudsen 2006) Ten years ago, wireless carriers managed 3 
demographic segments, now there are 20 need and value- 
based segments The number of offerings has proliferated 
into the hundreds, with diverse calling and messaging plans 
and telephones with a wide variety of capabilities—even 
the operating system of telephones has become a major dif- 
ferentiator The number of distribution channels has 
increased from three to more than ten, including company 
stores, shared and exclusive dealers, telemarketing agents, 
and affinity partners With tailored pricing plans, the num- 
ber of price points exceeds 500,000 per firm 


Sources of Complexity 


Beyond this single industry example, the forces of market 
fragmentation and rapid change are everywhere Traditional 
communication vehicles are being augmented with social 
media, product placements, event marketing, and viral mar- 
keting Whereas marketers once had to exert significant 
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effort to gain feedback from customers, now they struggle 
to keep up with floods of feedback coming from innumer- 
able channels A whole industry has been born 1n the past 
few years to help firms track and understand what 1s being 
said about them, their products, and their competitors in 
user-generated content and social media channels An 
extreme example of this complexity comes from Nestlé’s 
recent experience with an orchestrated campaign by Green- 
peace to protest the company’s purported use of palm oil 
from plantations in Indonesia that did not follow industry 
guidelines for protecting rainforests and orangutans By 
most traditional measures, Nestlé responded very well 
Within hours of Greenpeace launching the campaign, 
Nestlé responded by reiterating ıts commitment to sustain- 
able sources of palm oil, suspended the supplier ın question, 
and announced an audit of all of its palm oil suppliers 
However, a low-level marketing staffer overseeing Nestlé’s 
Facebook page engaged in several ill-tempered electronic 
exchanges with users, which added fuel to the fire, gave the 
protest legs, and did even more damage to the brand 

Variants on the same story of fragmenting market seg- 
ments, proliferating digital media, and the rapidly growing 
number of customer touch points and channels are found 1n 
both business-to-business and business-to-consumer markets 
The best available evidence (Hagel, Brown, and Davidson 
2009) 1s that changes 1n customer search and choice behav- 
10r, the proliferation of microsegments, the convergence of 
industries that 1ntensifies competition, and the growing 
power of channels are gathering strength The fuel is the 
plummeting costs of bandwidtb, storage, and computing as 
well as easier wireless connectivity, which has led to 
increasing use of digital and Internet technologies The con- 
vergence of these forces means that the amount of data col- 
lected by companies has turned from a rain shower into a 
deluge (The Economist 2010) The data are generated by 
systems for tracking costs, operations, customers, and sales 
in ever-finer detail, as well as newer digital sources like 
website visits, social network chatter, and public records 
available on the Internet These rich records from the 1mme- 
diate past are being enhanced with advanced analytics and 
predictive modeling to forecast likely outcomes When the 
relentless reduction 1n the cost of search 1s combined with 
similar cuts 1n the cost of distribution, the result 1s that 
many mass markets are becoming a mass of niches (Ander- 
son 2006) Regardless of whether you agree with Ander- 
son's contention that "the long tail" will account for a major 
share of revenue and profits, there 1s no denying that these 
niches represent an astonishing variety of potential opportu- 
nities for profit— that ıs, if the right ones can be identified 
and an appropriate model for delivering value and profiting 
can be implemented 

The hypothesis that organizations are not keeping pace 
with market velocity and complexity 1s more difficult to 
test Suggestive evidence comes from several sources The 
first 1s the vast literature on information overload, which 
describes how an excess of information has resulted in the 
loss of the ability to make decisions, process information, 
and prioritize tasks (Eppler and Mengis 2004, Klingberg 
2009, Meyer 1998) The second 1s the equally large litera- 
ture on organizational adaptation 1n the face of environmen- 
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tal change (ranging from Miles and Snow [1978] to Hamel 
[2007]) 

Still, there 1s no longitudinal measure of the size of the 
gap Some evidence comes from recent estimates that the 
amount of data available expanded at an exponential rate 
from 100 billion gigabytes in 2005 to 1000 billion giga- 
bytes 1n 2010 (IDC 2007) This suggests an even greater 
rate of growth than Davenport and Harris’s (2007) claim 
that unique information per person 1s growing at 50% per 
year In contrast, they estimate that information consump- 
tion per person 1s only growing at 2% a year Taken 
together, a reasonable case can be made that the deluge of 
data has run up against the barrier of the limited ability of 
people and organizations to process 1t The evidence sug- 
gests that the volume of inbound data and the proliferation 
of channels 1s going to continue for the foreseeable future 
Absent any breakthroughs in human beings’ ability to 
process data, unless new tools and approaches are adopted, 
the gap will continue to grow 


Barriers to Adapting 


There are other reasons to suggest that the gap 1s growing 
and that new approaches are needed to begin closing it 
During periods of technological disruption, most organiza- 
tions have trouble keeping pace This 1s true of the effect of 
the Internet and cheap, ubiquitous communication. tech- 
nologies on the habits and behaviors of consumers and the 
creation of new business models for reaching these markets 
The tendencies toward inertia and sclerotic decision making 
are fed by lag effects and organizational rigidities 


Organizational rigidities When an organization masters 
a capability, it is likely to keep doing it long past the point 
of obsolescence The mechanisms of preservation subvert 
exploration and impede innovation Why? 


*Path dependency and lock-in A capability emerges from a 
series of path-dependent learning expenences (Liebowitz and 
Margulies 1994) Successful experiences are reinforcing and 
repeated, which eventually limits other possible approaches 
and, at the extreme, locks the organization into a dominant 
approach Other approaches are viewed with skepticism 
because they lack a track record 


*Inertia and complacency For a process such as media selec- 
tion to qualify as a capability, ıt must work ın a reliable and 
replicable way ın a variety of contexts This necessary condi- 
tion gets in the way of adaptation to new circumstances Mas- 
tering the exploitation of an existing activity often crowds out 
the necessary sensing, experimentation, and exploration that 
is the essence of a dynamic capability (March 1991) At the 
extreme, a long period of success can blind the organization to 
discrepant signals that the capability no longer fits the market 


eStructural insularity Aaker (2009) uses the silo as a 
metaphor for self-contained functional, country, or product 
groups with independent operations that lack the desire to 
share information or work with other silos Weak signals of 
the need for change revealed by competitive moves or emerg- 
ing technologies may reach one silo but not be appreciated or 
shared further Aaker also argues that these silos inhibit the 
development of deep expertise in next-generation marketing 
capabilities No single silo can master the new skills and dis- 
ciplines or afford to acquire them on its own There are scale 
economies to capability building Despite the benefit of spe- 
cialization and focus, an organization with silos limits the 


sort of cross-functional dialogue and learning that creates 
novel ideas, and thus slows adaptation 


Lagging reactions How quickly 1s an organization will- 
ing and able to react to verifiable shifts 1n the market? Even 
if ıt can overcome the organizational rigidities, time 1s not 
on its side İt takes time to absorb new information, ınter- 
pret its meaning, and then mobilize a coalition to act Tradı- 
tional decision processes are cautious and slow, so by the 
time a new marketing initiative 1s finally launched, the mar- 
ket has moved forward to a new state Meanwhile, the pace 
of technology has not slowed Any feedback from the ınıtıa- 
tive 1s behind the times and difficult to interpret 

All these problems are exacerbated by an insufficient 
pipeline of high potential talent to fill the key positions 
Many skill sets such as expertise 1n social networking, deep 
customer analytics, digital media, and emerging market 
segments are in short supply (Ready and Conger 2007) The 
simple fact 1s, however, that even if talent were available, 
the marketing capabilities at most firms are not growing 
commensurate with the challenge It 1s little wonder, then, 
that the gap 1s growing 


Diagnosing the Gap 

Although recognizing the gap 1s an 1mportant step, simply 
identifying the problem gets us no closer to dealing with it 
To begin addressing the gap, we need to understand more 
deeply why it exists, what its makeup 1s, and how it can be 
quantified This insight then provides the basis for system- 
atically addressing the gap The best way to understand and 
begin to close the gap 1s through the application of capabilities 
theories However, today’s dominant capability theories — 
relying on dynamic capabilities —are insufficient to guide 
firms' efforts to close the gap Here, I survey the history of 
the capabilities approach to strategy and the evolution of 
dynamic capabilities theory and explain its limitations in 
the face of the capabilities gap 


The Gap Between Environmental Demands and 
Organizational Capacity 


Resource-based or capabilities theories presume that firms 
within an industry are heterogeneous with respect to the 
strategic resources they control Because these resources 
take a long time to develop, they are also difficult to duplı- 
cate, so heterogeneity can be a long lasting source of 
competitive advantage The "resource" base comprises 
assets, which are tangible and intangible endowments such 
as brands, facilities, intellectual property, and networks that 
can be valued and traded, and capabilities, which are the 
glue that brings these assets together and enables them to be 
deployed advantageously (Day 1994, Dierkx and Cool 
1989) Because capabilities are deeply embedded 1n organi- 
zational processes and practice and use cumulative learning 
and tacit knowledge, they are difficult to copy or value 
This article focuses on marketing capabilities because these 
give the organization the means to adapt to market changes 

The “fit” of these strategic resources with the environ- 
ment both dictates the survival prospects of the firm and 
explains relative economic performance (Helfat 2007) We 


propose that resource heterogeneity 1s a meaningful com- 
mon theme for comparing organizational capacity and envi- 
ronmental complexity The accelerating diversity of market 
demands on the organization for tailored programs, mass 
customization, multimedia optimization, and proliferating 
channels must be met with a set of capabilities appropriate 
to dealing with them The greater the mismatch between the 
increasingly granular and fluctuating demands of the mar- 
ket and the relatively immobile and homogeneous resources 
available to the firm, the greater the capability gap 

Figure 1 provides an illustrative comparison of the 
divergence of the resources available to a firm versus what 
is needed to match or fit the accelerating complexity of the 
market This stylized portrayal could easily be extended to 
show the differences between rival firms 1n the size of their 
gap, or between the potential fit (assuming optimal manage- 
ment of capabilities) and the actual fit for each firm 

The capabilities approach to strategy locates the sources 
of a defensible competitive advantage in the distinctive, 
hard-to-duplicate resources the firm has developed The 
early static formulation of resources has evolved to become 
more dynamic but 1s still not sufficient to cope with con- 
temporary market realities To make this case, we first dis- 
sect dynamic capabilities and then test them against the 
exploration versus exploitation framework 


Dynamic Versus Static Capabilities 


The original version of the resource-based view (Barney 
1991 and Amit and Schoemaker 1993) offers an implicitly 
static portrayal of organizational capabilities as well-honed 
and difficult-to-copy routines for carrying out established 
processes There was no mechanism for explaining how 
capabilities were developed or how they adapted to market 
evolution or nonlinear disruptions such as the Internet 
(Makadok 2001, Schreyoegg and Kliesch-Eberl 2007, 
Teece and Shuen 1997) Dynamic capabilities theory was 
formulated to address this limitation 

Both static and dynamic capabilities theories are 
attempts to explain sustainable differences in the perfor- 
mance of competitive firms Whereas competitive advan- 
tage can flow at a point in time from scarce capabilities, 


FIGURE 1 
The Marketing Capabilities Gap (Illustrative) 
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sustainable advantages require dynamic capabilities to cre- 
ate, adjust, and keep relevant the stock of capabilities 
Dynamic capabilities theory puts the spotlight on how an 
organization acquires and deploys its resources to better 
match the demands of the market environment A dynamic 
capability 1s “the capacity of an organization to purpose- 
fully create, extend, or modify the resource base” (Helfat 
2007, p 5) These are the capabilities that enable organiza- 
tional fitness (Winter 2005), as well as help shape the envı- 
ronment advantageously 

The main functions of dynamic capabilities (Teece 
2009) are (1) sensing environmental changes that could be 
threats or opportunities, by scanning, searching, and explor- 
ing across markets and technologies, (2) responding to the 
changes by combining and transforming available resources 
in new and different ways or adding new resources through 
partnerships or acquisition, and (3) selecting the organiza- 
tional configuration and business model for delivering 
value to customers and then capturing the economic profit 
A dynamic capability is not an ad hoc solution to a problem 
but a repeatable and deeply embedded set of skills and 
knowledge exercised through a process It enables the firm 
to stay synchronized with market changes and ahead of 
competitors 


Are Marketing Capabilities Dynamic? 


Whether an organization can keep up with a high-velocity, 
complex market depends on having the nght marketing 
capabilities But which marketing capabilities really matter? 
Indeed, what 1s the domain of marketing capabilities as a 
subset of all the capabilities of the firm? 

The familiar capabilities of the marketing mix formula- 
tion are almost entirely static (Dutta, Zbaracki, and Bergen 
2003, Vorhies and Morgan 2005) Thus, the new product 
development capability involves new products that exploit 
research and development investments but does not extend 
to imagining new ways for delivering customer value or 
reaching the market through new channels The standard 
processes for market strategy development and execution 
also have a static flavor (Vorhies and Morgan 2005) 1n that 
they empbasize segmentation, targeting, and the optimal 
allocation of marketing budgets Strategic market planning 
as often practiced 1s more likely to be an extended budget- 
ing exercise within accepted market definitions than an 
imaginative rethinking of the business model and served 
market boundaries that prepares the business for alternative 
Scenarios 


The role of market orientation Can the capabilities for 
managing the marketing mix become more dynamic in a 
supportive organizational setting? Morgan, Vorhies, and 
Mason (2009) hypothesize that a market orientation has a 
liberating effect on capabilities, which makes the firm more 
dynamic They show that a market onentation— using a 
market 1nformation processing perspective (Hult and Ketchen 
2005, Kohli and Jaworski 1990) —ınteracts strongly with 
marketing capabilities to enable the firm to better align its 
resource deployments with the market than rivals These 
authors infer alignment from a strong positive relationship 
of the interaction term with relative performance A sug- 
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gested mechanism for the interactive effect 1s a reciprocal 
relationship whereby market insights are needed to build 
marketing capabilities and the exercise of the individual 
capabilities generates new market insights that enhance a 
firm’s market orientation 


The strategic domain of marketing capabilities The 
capabilities for implementing the marketing mix or the four 
Ps are inherently limited by their functional and tactical 
bias A strategic perspective on marketing as a C-suite 
responsibility broadens the domain to comprise the capabil- 
ities for creating customer value (Day and Moorman 2010) 
There are four elements to this perspective that are strategic 
ımperatıves for the organization 

The first imperative 1s to be a customer value leader 
with a distinct and compelling customer value proposition 
This requires the disciplined choice of where the firm will 
stake a claim in the market, what value it will offer its target 
customers, and how the organization will deliver value that 
ıs superior to competition All firms must balance the short 
and long run A business strikes the right balance by main- 
taining its customer value leadership and then investing 1n a 
portfolio of innovations that will deliver results in the 
medium and long run The second imperative 1s to innovate 
new value for customers 

Customer value and innovation benefit the firm when 
they are transformed into valuable customer and brand 
assets The third ımperatıve 1s to capitalize on the customer 
as an asset This requires selecting and developing loyal 
customers, protecting them from competitive attacks, and 
then leveraging the asset beyond the core business Strong 
brands attract and retain customers and thus need to be 
explicitly managed The fourth imperative 1s to capitalize 
on the brand as an asset This means strengthening the 
brand with coherent investments, protecting 1t against dilu- 
tion and erosion, and then leveraging ıt fully to capture new 
opportunities 

This expansive view of marketing as a general manage- 
ment responsibility includes capabilities for managing cus- 
tomer service delivery, customer order fulfillment, sales 
integration, and the capitalization of the customer and brand 
assets These are capabilities that span multiple functions 
(Day 1994) Because they involve key connections with 
customers and channels, they are at the front lines of the 
ability of the firm to detect and adapt to changing market 
conditions 

The superior execution of these strategic capabilities is 
enabled through deep market insights, which are essential to 
comprehending complex, diverse, and fast-changing markets 
These insights are nourished within market-driven organı- 
zations (Day 1994) These firms stand out 1n their ability to 
continuously sense and act on emerging trends and events 
in their markets In these firms, everyone from frontline 
salespeople to the chief executive officer 1s sensitized to lis- 
ten to latent problems and opportunities. They achieve this 
with market-driven leadership that shapes an open and 
inquisitive culture and a well-honed market learning capa- 
bility that infuses the entire strategy process, including the 
creation and management of customer and brand assets 


An information processing approach to market orienta- 
tion that emphasizes the generation, dissemination, and 
responsiveness to market intelligence (Kohli and Jaworski 
1990) 1s best suited to helping firms respond to fast-changing 
markets after clear signals have been received Although 
market orientation and dynamic capabilities theories are 
powerful tools for helping firms navigate dynamic markets, 
they are simply not sufficient for what might be appropriately 
called the chaotic market environments today Enhanced 
capabilities are needed for anticipating trends and events 
before they are fully apparent and then adapting effectively 
This 1s what it takes to address the marketing capabilities 


Bap 


A New Way of Thinking About the 
Necessary Capabilities 


Dynamic capabilities theory 1s hampered by an inherent 
inside-out perspective, which begins with the firm and 
looks outward from that vantage point rather than starting 
with the market A market orientation also has a liability 
Although the starting point 1s the customer and opportunı- 
ties for advantage, ıt ıs subtly susceptible to an exploitative 
mind-set in practice This suggests two dimensions for 
thinking about capabilities whether the orientation 1s from 
the inside-out or the outside-in and whether the function 1s 
primarily to exploit existing resources or to explore new 
possibilities Crossing these two dimensions in Figure 2 
reveals the need for a new class of adaptive capabilities 


Outside-in and inside-out The essence of the resource- 
based view 1s that scarce, inimitable, and valuable resources 
exist to be used, and the task of management 1s to improve 
and fully exploit these resources (Makadok 2002) This 
leads to an emphasis on internal efficiency improvements 
and short-term cost reductions As a starting point for strate- 
gic thinking, however, ıt myopically narrows and anchors 
the dialogue prematurely 

The dynamic capabilities approach 1s also susceptible to 
an implicit inside-out myopia There 1s a recognition that 
sensing and scanning should emphasize the need to “define 


FIGURE 2 
Adaptive Versus Dynamic Marketing Capabilities 
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managerial traits, management systems, and organizational 
designs that will keep the organization alert to opportunities 
and threats, enable it to execute on new opportunities, and 
then constantly morph to stay on top” (Teece 2009, p 206) 
However, these actions are initiated by mindful scanning 
activities mounted by the firm—akin to sending scouting 
parties into the field with a well-defined mandate What 
gets lost 1s sensitivity to weak signals of impending changes 
and a willingness to experiment 

In contrast, an outside-in approach to strategy begins 
with the market The management team steps outside the 
boundaries and constraints of the company as 1t 1s and looks 
first to the market How and why are customers changing? 
What new needs do they have? What can we do to solve 
their problems and help them make more money? What 
new competitors are lurking around the corner and how can 
we derail their efforts? This perspective expands the strategy 
dialogue and opens up a richer set of opportunities for 
competitive advantage and growth 

Jeff Bezos, the founder and chairman of Amazon com, 
ıs a champion of the outside-in approach (Lyons 2010, p 
20) He explained how the company was able to meet the 
needs of 1ts customers for web services by offering access 
to their cloud computing network and for a more conve- 
nient reading experience with Kindle He describes it as a 
"working backward" mentality 


Rather than ask what we are good at and what else can we 
do with that skill, you ask, who are our customers? What 
do they need? And then you say we're going to give that 
to them regardless of whether we have the skills to do so, 
and we will learn these skills no matter how long it 
takes There 1s a tendency I think for executives to think 
that the right course of action 1s to stick to the knitting— 
stick with what you are good at That may be a generally 
good rule, but the problem ıs the world changes out from 
under you 1f you are not constantly adding to your skill 
set 


Exploration and exploitation March (1991) maintains 
that adaptive processes 1n an organization require balancing 
exploration of new possibilities (through experimentation, 
discovery, risk taking, and flexibility) and exploitation of 
old certainties Inherent in exploitation 1s the quest for effi- 
ciency, replicability, and predictability of processes and 
routines The requisite conformity and replicability 1s 
achieved with lean Six Sigma, reengineering, total quality 
management, continuous improvement, and aspirational 
benchmarking Although both these processes are essential, 
they compete for scarce resources, with different time 
schedules in their payoff functions 

The original resource-based view was essentially 
exploitative As Barney and Clark (2007, p 259) note, “The 
assumption of much of the current theory 1s that the 
resources and capabilities that give a firm competitive 
advantage are relatively fixed 1n nature ” They further argue 
that, “ironically, even dynamic capabilities versions of 
resource-based theory are static in this sense That 1s, the 
ability of dynamic capabilities to enable firms to develop 
new capabilities 1s also assumed to be fixed ” Nonetheless, 
dynamic capabilities clearly fall toward the exploratory end 
of the spectrum 
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Both the onginal (Day 1994) and most subsequent for- 
mulations of the capabilities of market-driven organizations 
have emphasized the exploitative use of existing assets 
through the coordination of activities They have over- 
weighted the static attributes of capabilities 1n terms of their 
scarcity, immobility, and immutability The role of a market 
orientation was to shift the organization toward an explicit 
outsıde-ın orientation by making market sensing and cus- 
tomer linking into distinctive capabilities 

In retrospect, the market-driven approach to marketing 
capabilities was too hesitant about the exploratory side of 
the market learning process Although this approach holds 
an effective market learning process to be more systematic 
and thoughtful, there was no built-in dynamic mechanism 
Some of the ambivalence 1s evident 1n how the typical mar- 
ket learning process was initiated by a decision issue, which 
then launched a directed inquiry The intentions were 
admirable, but any process initiated by an explicit inside- 
out question 1s inevitably constrained Thus, market-driven 
approaches to capabilities are biased toward an exploitative 
mind-set 

The inside-out stance of the dynamic capabilities 
approach inevitably limits the ability of the firm to antıcı- 
pate rapid market shifts and become more resilient in the 
face of increasing volatility and complexity What are 
needed are adaptive capabilities that augment and extend 
the existing dynamic capabilities so that rapid adjustments 
can be made The most salient distinctions between the 
three types of capabilities are highlighted in Figure 3 Most 
organizations will need all three types working together, but 
closing the marketing capabilities gap will require that 
more energy be devoted to building adaptive capabilities 


Adaptive Marketing Capabilities 


The advance toward adaptive marketing capabilities 1s dri- 
ven by necessity and enabled by technology advances The 
accelerating velocity and complexity of markets demand 
enhanced marketing capabilities Progress with analytical 
and knowledge-sharing technologies brings these new capa- 
bilities within reach What new marketing capabilities will 
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be needed? How will they be built? How will they help 
make the entire organization more adaptive? 

The remainder of this article draws on relevant theory 
and experiments by best-practices companies to propose 
three answers to the preceding questions First, organiza- 
tions need to acquire or enhance their adaptive marketing 
capabilities (vigilant market learning, adaptive experimen- 
tation, and “open” marketing that mobilizes dispersed and 
flexible partner resources) Second, these capabilities have 
greater leverage when they are used by an adaptive business 
model and housed in a supportive organization that has a 
robust market orientation and 1s structured to be aligned 
with the market The essential enabler 1s vigilant leadership 
that acknowledges the need for adaptability and drives the 
capability-building process Third, the familiar marketing- 
mux capabilities must become more dynamic and supportive 
of an adaptive strategy 


Vigilant Market Learning 


How can an organization learn to make sense out of an 
increasingly volatile and unpredictable market? Two princi- 
ples help shape an answer The first comes from complexity 
theory, which demonstrates that all successfully adapting 
systems transform apparent noise 1nto meaning faster than 
the apparent noise comes at them (Haeckel 1999) That 1s, 
they have cultivated a vigilant learning capability that helps 
them see sooner Second, the behavior of the fixm must shift 
from a reactive to a sense-and-respond approach This 
means that decisions are driven by current customer 
requests and behavior and signals about their changing 
needs These are familiar tenets of the information process- 
ing perspective on market orientation (Kohli and Jaworski 
1990) In an era of accelerating complexity, however, deep 
customer insights must be enhanced with an early warning 
system and be amplified with emerging technologies for 
seeking patterns 1n micro data and sharing insights quickly 

The shape and texture of a capabihty with an ability to 
see sooner comes from the literature on organizational vigi- 
lance (Day and Schoemaker 2006, Fiol and O'Connor 
2003, Levinthal and Rerup 2006) Vigilance 1s a heightened 
state of awareness, characterized by curiosity, alertness, and 
a willingness to act on partial information Vigilant organi- 
zations are distinguished from their vulnerable followers by 
the following 


eA robust market orientation This sensitizes them to making 
decisions from the outsıde-ın 


eKnowing how to ask the right questions to 1dentify what they 

don't know This process ıs aided by scenario thinking to 
consider multiple possible futures, and a high tolerance for 
ambiguity 


eSurfacing the insights and overcoming organizational filters 
When an organization 1s surprised by an event or late to com- 
prehend a new pattern 1n consumer behavior, there 1s usually 
someone deep ın the organization or the extended network of 
partners who was plugged into the future and had sensed the 
threat or opportunity However, the decision makers didn't 
know they knew, and they didn't know that they needed to 
know 
*Defending against individual and organizational biases that 
inhibit real insight While groupthink 1s particularly coercive, 
the tendency to jump to the most convenient conclusion and 


then seek evidence that confirms the judgment distorts the 
picture Vigilant organizations work hard to bring together 
different perspectives on an issue to combat these tendencies 


eTrrangulatıng with multiple inquiry methods to clarify 
ambiguous signals and then probing deeply to learn more 
about promising patterns and signals 


Vigilant market learning requires (1) a willingness to be 
immersed ın the lives of current, prospective, and past cus- 
tomers and observe how they process data and respond to 
the social networking and social media space, without a 
preconceived point of view, (2) an open-minded approach 
to latent needs, and (3) an ability to sense and act on weak 
signals from the periphery It 1s the difference between test- 
ing copy versions with controlled experiments and continu- 
ously trolling the market for ideas, concepts, and formula- 
tions that are working or failing Market learning 1s not 
fully realized until the findings are accurately interpreted 
and adequately shared throughout the organization Both 
these requirements are problematic Managers may mısın- 
terpret what they see in favor of what they want to see or 
dismiss results that challenge the prevailing wisdom Prod- 
uct, country, and functional silos that are a consequence of 
decentralization 1mpede the sharing of information and 
jeopardize marketing efforts 

The same technology advances that spawn the data del- 
uge that ımpedes understanding and sharing of insights can 
be used to strengthen the market learning capability Espe- 
cially promising are advances 1n internal (social) networks 
that enable cross-company, regional, and functional sharing 
of the organization’s market knowledge Many firms are 
reaching the point at which all their trend data, market data, 
and relevant studies can be found with a searchable “mını 
Google ” Early msights into shifts in buying patterns or 
emerging microsegments are extracted with deep analytics 
Intelligent application of such technology tools will ready 
the organization to act ahead of rivals 


Adaptive Market Experimentation 


The adaptability of all learning processes 1s impeded when 
there is a limited repertoire of recognized patterns of cus- 
tomer behavior or strategic responses for responding to 
diversity and fragmentation Without an expansive map of 
the possibilities, it is difficult to properly appreciate new 
media such as mobile marketing or envision unusual 
microsegmentation approaches Unfortunately, high-velocity, 
complex markets also harbor a great deal of strategic dead 
ends Think of all the social marketing sites that cannot 
monetize their base but are valuable test-beds for learning 
faster what will work 

The best answer 1s to invest 1n small experiments that 
can generate new insights—as long as there 1s a credible 
team available to interpret and share the learning Three 
conditions must be satisfied First, nurture an experimental 
mind-set This includes a willingness to challenge existing 
beliefs, such as how consumers can filter increasingly 
diverse sources of information of varying quality and still 
make decisions An essential ingredient 1s curiosity, which 
encourages the interrogation of the quasi-experiments ın 
available streams of data to determine which initiatives 
have been successful or unsuccessful Second, codify and 


share insights and successful practices across the organiza- 
tion This 1s especially 1mportant for global firms such as 
Vodafone, Diageo, and Unilever serving diverse markets in 
which market structures and mobile and other communica- 
tion methodologies are developing at different rates Third, 
in the spirit of increasing the variety of approaches, system- 
ically tap a wider array of peer companies, precursors, and 
network partners to learn from their experience 

The conduct of targeted experiments that can help firms 
navigate the increasing complexities of fragmenting mar- 
kets 1s being aided by technological advances The familiar 
quasi-experimental approaches of rapid prototyping (Kelley 
2001) and “probe and learn” market studies are being 
enhanced with new capabilities for conducting rigorous and 
statistically defensible experiments ın which proposed 
charges are tried out on a small scale New software tools 
and advances in database management lead users through 
the experimental process, keep track of test and control 
groups, and extract the attributes that affect performances 
(Davenport 2009) Similarly, researchers are finding inven- 
tive ways to extract insights from web interactions With 
website morphing (Hauser et al 2009), the look and feel of 
a website can be adjusted to match the cognitive style of the 
visitor (e g , impulsive versus deliberate, visual versus ver- 
bal) These cognitive styles are inferred from clickstream 
data and offer new insights into emerging segments 

Trial-and-error learning that relies on experimentation 1s 
quickly subverted if there ıs a “fear-of-failure” syndrome 
Organizations that reward people for playing it safe and 
hold the risk takers directly accountable for their mishaps 
soon discourage learning Although failures should be 
avoided if possible, they do have a therapeutic role because 
they contain valuable lessons It takes concerted leadership 
to create a more open climate 1n which learning from fail- 
ures 1s possible and experimentation 1s a norm 


Open Marketing 


Networks are ubiquitous Consumers are connected through 
as many as 250,000 social networking sites (Van den Bulte 
and Wuyts 2007), companies are moving from supply 
chains to supply networks, and the focus of innovation 1s 
moving outside the firm to networks of partners Marketing 
scholars have identified a myriad of possible network struc- 
tures (Achrol and Kotler 1999) With advances in knowl- 
edge sharing, coordination, and pattern recognition tech- 
nologies, the vertical organization of siloes 1s being steadily 
unbundled (Kleindorfer and Wind 2009) This puts a pre- 
mium on relational capabilities that extend the firm’s 
resources beyond the firm boundaries and enable access to 
the resources of the partners (Dyer and Singh 1998) 
Imagination and necessity will encourage initiatives to 
leverage networks and “open” up the marketing organiza- 
tion Not even Procter & Gamble has been able to master 
the proliferation of fast-moving choices in the new media 
environment In an ambitious experiment, the company 1s 
changing its lead agency to orchestrate several partner 
agencies with complementary skills, which 1n turn use mul- 
tiple contractors The benefits to Procter & Gamble include 
the following (1) access to a far wider array of informed 
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talent and new capabilities, (2) richer and more variegated, 
microlevel responses, and (3) an extended periphery that 
brings new insights back to the company Unlocking these 
benefits— while avoiding acute information overload—ıs 
increasingly possible as experience 1n deploying technolo- 
gies ıs gained and experiments reveal what ıs likely to 
work 

The interwoven nature of open marketing can be seen 1n 
the schematic portrayal of some of the partners to be 
orchestrated ın the new media environment Figure 4 ındı- 
cates that the focal marketing group 1s lodged within the 
marketing function of the firm, controls the budget, and 1s 
accountable for the results Although this “ball of yarn” 
schematic 1s dauntingly complex, the effective management 
of the network requires a new suite of marketing capabılı- 
ties that will be difficult to learn and more difficult to 
copy—the prerequisites of a sustainable source of advan- 
tage Few firms will invest to build the necessary architec- 
ture and master the coordination, control, and sharing skills 
needed to act on the insights from their diverse partners 
while keeping the insights proprietary 

A pivotal question— with an uncertain answer—is 
whether open marketing will be housed ın a familiar self- 
contained, efficiency-centric, hierarchical model or a more 
open network structures (Day, Howland, and Parayre 2009) 
Proponents of the network organization (Gulati 2009) main- 
tain that the traditional model 1s living on borrowed time 
and will be overwhelmed by the accelerating pace of 
change and fragmentation of the market The forces of 1ner- 
tia, embedded ın legacy systems and mental models, will be 
too difficult to adjust This makes firms using a traditional 
model of organization vulnerable to networked competitors 
who are more nimble But will the open network model pre- 
vail? Advocates argue that 1t 1s more flexible and inherently 
more responsive to changing market requirements An open 
system allows for information flow across previously hard 
boundaries within and outside a firm Expertise can emerge 
from myriad sources If channeled or monitored effectively, 


FIGURE 4 
Marketing in an Open Network 
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these can offer tremendous power and insight to an organi- 
zation Through a web of partners and collaborators, an open 
network provides access to a deeper set of resources and 
specialized skill sets than a closed model The possibilities 
are only beginning to be glimpsed through success stories 
such as Innocentive, Cisco, and Apple and will be greatly 
facilitated by advances in collaborative, knowledge-sharing 
technologies 

Offsetting the enthusiasm about open network organiza- 
tions 1s the reality that more than half of all alliances and 
joint ventures disappoint (though the degree of disappoint- 
ment depends on the prior experience of the partners in 
managing alliances) There are formidable control and coor- 
dination problems to overcome, including monitoring, 
accountability, and conflicts of interest The talent needed 
to manage these networks 1s still scarce For these reasons, 
some observers believe that networks will behave like 
many other management fads The first movers who have 
the right conditions and commitment grab the best partners 
and succeed, while the imitators fail and become discouraged 


Adaptive Organizations 


If the rate of change inside an organization 1s less than the 
rate outside, the end 1s ın sight Leaders must develop a 
sixth sense, an ability to see around the corner 


—Jack Welch (2005) 


Those organizations best equipped to adapt to the volatility 
and complexity of their market will be more resilient, free- 
flowing, and less hidebound They will embrace just-in- 
time decision making, share key activities with network 
partners, and learn to profit from the greater uncertainty of 
the new market reality The ossified strategy process of long 
internal debates leading to detailed budgets and multiyear 
plans will be replaced by clarity and consistency ın how to 
achieve customer value leadership and an emphasis on 
adaptive capabilities, structures, and processes Organiza- 
tions can adapt to unprecedented change only when they 
can address ıt within a clear strategic framework Other- 
wise, they can only watch and react 


Responding Adaptively 


Organizations face difficult choices when deciding how to 
build a capacity for responding more adaptively A decen- 
tralized, “let a thousand flowers bloom" approach leads to 
the enthusiastic but uncoordinated pursuit of fast-moving 
and diverse opportunities The usual consequence 1s that 
complexity mushrooms, coordinating costs escalate, scale 
economies are dissipated, and the brand meaning 1s diluted 

A more ambitious, clean-sheet approach, which aims 
simultaneously to maintain discipline while enabling adapt- 
ability, poses difficult 1mplementation challenges The 
ostensible goal 1s to build an organization that can make 
timely adjustments to market shifts while ensuring consis- 
tency 1n pricing, branding, and resource allocation This 
admurable goal requires changes 1n the culture, the enabling 
business model, and skill sets, which may be beyond the 
reach of many management teams Even if they could make 
the transformation with the aid of advances in technology 


(Court, French, and Knudsen 2006), there will still be 
uncertainty 1n the responses of customers and competitors 
to new marketing initiatives, which puts a premium on 
flexibility and complicates the allocation of resources and 
setting of goals, metrics, and incentives 


Valuing variety Hamel and Valikangas (2003, p 60) 
note that genetic variety “1s nature’s surance policy against 
the unexpected A high degree of biological diversity 
ensures that no matter what particular future unfolds there 
will be at least some organisms that are well suited to the 
new circumstances " This perspective sheds light on what 
organizations must do to become more adaptable in all their 
capabilities 

Every manager carries around ın his or her head a set of 
biases, assumptions, and beliefs about how the market 
works, what customers want, and how these customers 
process information and make choices These mental mod- 
els help make sense of the environment, but when change 1s 
rapid, they stand 1n the way of deep understanding The 
problem 1s exacerbated when everyone 1n the organization 
shares the same mind-set and responds ın the same way 
Systems and learning processes all reinforce certam per- 
spectives and discount or exclude others Thus, the first step 
to increasing adaptability 1s to diversify the talent pool with 
people that are not wedded to old and unquestioned 
assumptions Outsiders or closely connected partners such 
as advertising agencies bring different life experiences and 
an openness to divergent 1nformation Of course, there 1s 
always the risk that a resistant corporate DNA will reject 
those outside antibodies But vigilant leaders recognize the 
value of diverse insights and keep them from being margin- 
alized (Grove 1999) 


Toward adaptive organizations Relevant theory and the 
successful experience of next-practice companies point to 
three necessary conditions for organizations 1n which adap- 
tive marketing capabilities are likely to flourish (1) There 
is a vigilant leadership team, (2) the business model 1s 
responsive to fast-changing market signals, and (3) the 
organization structure 1s aligned to the market Although 
each of these conditions could be the subject of a major 
treatise, the purpose here 1s to suggest what is needed ın 
broad brush strokes The relationship between the key ele- 
ments 1s shown schematically ın Figure 5 


Vigilant Leadership 


A vigilant leadership team nurtures a supportive climate for 
gathering, sharing, and acting on information from diverse 
sources These teams are prepared to devote significant 
resources to monitoring and anticipating weak signals from 
the market periphery and create incentives to encourage the 
front line to keep them informed The strategic thinking 
processes of these leaders are flexible and wide ranging 
(Day and Schoemaker 2006) 

Three primary qualities distinguish vigilant leadership 
teams with an outside-in orientation from those that strive 
primarily for operational excellence and adopt an inside-out 
orientation 


eExternal focus openness to diverse perspectives The first 
leadership quality 1s a deep sense of curiosity and a focus 


FIGURE 5 
Implementing Adaptive Marketing Capabilities 
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beyond the immediate These leaders tend to be more open, 
seek diverse inputs, and foster wide-ranging social and pro- 
fessional networks In contrast, operational leaders are more 
focused, emphasize efficiency and productivity, and are more 
likely to limit their networks to familiar settings 


eStrategic foresight probing for second-order effects To 
achieve strategic foresight, vigilant leadership teams use a 
longer time horizon, employ a more flexible approach to 
strategy that incorporates diverse inputs, and apply tools such 
as scenario planning and dynamic monitoring 


*Enabling exploration creating a culture of discovery 
Enabling a creative culture 1s vital for encouraging vigilance 
and adaptability This includes creating some slack so 
employees can explore outside their immediate job activities 
and encouraging adaptive experiments Unfortunately, many 
cultures remain risk averse, with limited flexibility to explore 
widely 


Adaptive Business Models 


A business model describes how a business creates the value 
it provides customers and then captures economic profits It 
answers Peter Drucker’s classic questions Who 1s the cus- 
tomer? What does the customer value? What business are 
we 1n? It also answers the following fundamental questions 
Which activities are performed by the business? What 1s the 
economic logic that explains how these activities deliver 
value to customers? How do we make money? Finally, it 
captures where and how the firm is embedded ın an 
extended network of customers, suppliers, and partners 

The concept of business model was distorted and 
abused during the dot com era (Magretta 2002) Interest has 
been renewed as scholarly research demonstrates that ınter- 
dependencies among organizational activities and processes 
have a bigger 1mpact on performance than the activities and 
processes 1n isolation Meanwhile, rapid advances 1n com- 
munications and information technologies are enabling new 
ways to speedily rearrange activities and engage partners 
(Zott and Amit 2008, 2009) Here are two examples of busi- 
ness model designs that offer potential to sharply 1mprove 
adaptability to fast-changing market signals 
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eSense and respond The paragon of the sense-and-respond 
model is Zara, the pioneer of cheap chic fashions, whose 
“fast fashion” model enables it to move clothing designs 
from sketch pad to store rack ın as little as two weeks (Lin- 
guırı 2005), ın response to customer requests and behavior 
These organizations can modularize their activities and pro- 
cesses to create combinations that are responsive to a much 
wider spectrum of unpredictable customer requests In con- 
trast, make-and-sell organizations adopt an inside-out stance 
and schedule their operations according to forecasts of likely 
demand (Haeckel 1999) The analogue for communication 
strategies 1s on-the-spot adjustments of messages and media 
in response to market signals versus the traditional media 
plan, which makes spending choices according to a fixed 
quarterly schedule 


eFlexible backbone The flexible backbone is a hybrid 
approach providing low-cost support and messaging for some 
customers and deep collaboration and precise tailoring of 
offers for other customers (Court, French, and Knudsen 
2006) It 1s built with a flexible cost-efficient backbone for 
common marketing, sales, and order fulfillment activities that 
all customers require, such as training, after-sales service, 
and warranties Adaptability 1s provided by front-end LEGO- 
like modules that are responsive to individual customer’s 
requirements for augmentation, technical support, education, 
logistics and help with new product development A further 
step 1s the provision of rapid response solutions (Tuli, Kohli, 
and Bharadwaj 2007), derived from extensive online and/or 
face-to-face interactions with high-value customers Advances 
1n systems integration, data analytics, and knowledge-sharing 
networks greatly facilitate the coordination 1ssues 


Aligning the Organization to the Market 


Adaptive marketing capabilities are necessarily cross- 
functional Their effectiveness would be compromised if 
they were solely the province of marketing Instead, the role 
of marketing 1s to orchestrate the multiple outputs needed to 
understand the market and continuously deliver superior 
customer value The challenges are to (1) overcome the 
entrenched silos that 1mpede a coherent view of the cus- 
tomer and slow decision making (Aaker 2009), (2) infuse 
the strategy dialogue with deep market insights that help 
comprehend the new market reality of accelerating com- 
plexity, and (3) ensure clear accountability for the total 
experience of the customer These are necessary conditions 
for outside-in strategies 

The appropriate organizing principle for dissolving 
entrenched organizational boundaries 1s to align the organi- 
zation around customers, rather than around products, chan- 
nels, or brands (Day and Moorman 2010, Gulati 2009) 
Thus, L’Oréal Consumer Groups will sell L’Oréal Paris eye 
shadow to teens 1n Monoprix but offer working mothers a 
subscription for access to touch-up kiosks in gyms and 
washrooms ın restaurants (Kemp 2009) A variety of transı- 
tional designs are feasible, ranging from cross-functional 
segment teams, to customer managers, to front-back hybrid 
models The prototypical outside-in organization with the 
requisite adaptability will operate as a porous entity held 
together by sophisticated knowledge-sharing networks and 
able to forge seamless partnerships with customers, suppli- 
ers and information resources—all 1n the service of a com- 
pelling customer value proposition 
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Adaptive Implementation Activities 


In an adaptive enterprise, in which marketing activities are 
guided by vigilant learning, adaptive experimentation and 
open marketing, the familiar marketing mix will be taken to 
a new level of effectiveness This will not look like the 
product, place, price and promotion activities enshrined in 
decades of textbooks First, they will be dispersed across 
the partner network and will play a supportive role as befits 
their tactical status Second, they will be far better coordi- 
nated and actually deliver on the promise of being "mixed" 
to maximize their joint efforts Third, the practice of adaptive 
experimentation will reveal the effects of intricate combina- 
tions of marketing mix activities Armed with deeper insights, 
marketers will be better equipped to accept accountability 
for the 1mpact of their actions on economic profit and the 
value of the customer and brand assets of the firm 


Closing the Marketing Capabilities 
Gap 


The marketing capabilities gap does not have to continue to 
widen at its present pace Next practice companies are 
learning how to become more vigilant and build adaptabil- 
ity into their marketing capabilities Companies are sharing 
these lessons among themselves in numerous industry 
forums, consulting firms are taking these insights and 
applying them ın other situations, and academics are con- 
tributing by extracting patterns of success and failure and 
drawing generalizations 

There will always be a sizable residual capabilities gap 
because events in markets are moving at Internet time, con- 
sumers are taking greater control, technology continues to 
advance, and the decision processes of even the most nim- 
ble companies cannot keep up However, should companies 
even aspire to close the capabilities gap? A more realistic 
and achievable goal 1s to close the gap faster than rivals 
Mastery of a set of mutually reinforcing adaptive marketing 
capabilities confers a sustainable first-mover advantage 
First, adaptive capabilities employ a great deal of difficult- 
to-copy tacit knowledge Second, they require clever invest- 
ments in technologies and a willingness to open up the busi- 
ness model—all of which take tıme Aspiring emulators 
cannot skip the steps 1n the learning process Last, because 
they are moving down the learning curve ahead of rivals 
they can keep experimenting and extracting new insights 
that will help them stay ahead The purpose of this article 1s 
to chart a path for managers and suggest how researchers 
could undertake enquiries that will guide these managers 
with relevant insights 


Implications for Managers 


The process for developing more adaptive marketing capa- 
bilities depends on the size and source of the capabilities 
gap, the competitive situation, and the commitment of lead- 
ership to making the necessary changes Figure 6 presents 
the four steps 1n the process Many of the features are dis- 
cussed in previous sections of this article, but three deserve 
elaboration First, there needs to be clear accountability for 
the end-to-end capabilities development process The tone 
and rationale needs to be set at the top An exemplar ıs 


FIGURE 6 
The Capability Development Process 
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Anne Mulcahy (2009), former chairman and chief execu- 
tive officer of Xerox Corporation, who argues that to create 
personalized solutions for its data-intensive customers, 
Xerox needed to invent new market learning capabilities In 
her view, market learning starts at the top “The most 
important part of my job 1s listening to customers ” The 
marketing organization has overall accountability for what 
ıs learned and how it is used To keep the management team 
focused on the market, the top 500 Xerox accounts are 
assigned to senior officers, and each day, one of these offi- 
cers 1s responsible for fixing customer problems 

The likelihood of a successful transformation of the 
marketing capabilities goes up sharply when the chief mar- 
keting officer takes direct accountability as a top-line leader 
(Aaker 2008, Landry, Tipping, and Kumar 2006, McGovern 
and Quelch 2004) These are senior and seasoned execu- 
tives, widely respected inside and outside the firm, with full 
support of the chief executive officer Their credibility 1s 
enhanced by the depth of talent in their marketing organiza- 
tion and their willingness to be held accountable for the 
return on investment of marketing spending They have 
enough analytical prowess to hold their own with line man- 
agers and the chief financial officer Indeed, the chief finan- 
cial officer 1s often their ally The C-suite has clarity about 
the strategic role and mission of marketing 

Second, this 1s a continuous learning process that 
requires clear objectives and relentless monitoring to deter- 
mine whether the capabilities are improving and the gap 1s 
closing faster than the rivals This 1s a significant problem, 
given how difficult 1t 1s for most companies to actually cali- 
brate their capabilities gap Rather than focus on the size of 
the gap per se, the emphasis should be on designing a dash- 
board of metrics that (1) looks backward to diagnose the 
gap, (2) looks forward to assess the payoff from different 
initiatives and reveal the rate of improvement, and (3) 
aligns the organization through incentives used to encour- 
age and reward desired behavior From the myriad of possi- 
ble metrics the firm needs to select a small set for 1ts dash- 
board that reflects its business and its ability to respond 
adaptively Some should reveal what the target customers 


think and what they actually do, and others should reveal 
actual market performance The key 1s to combine measures 
of ultimate success with intermediate diagnostic metrics 
that can be used to 1dentify successes and problems 

Last, these general prescriptions need to be tailored 
carefully to the structure of the market and the firm's strat- 
egy While all markets are subject to greater complexity at 
higher velocities — and surprises can always come from the 
periphery —the urgency of the response and the adaptive 
capabilities to be built or enhanced will differ depending on 
whether the firm serves mass markets with millions of cus- 
tomers or sells complex systems to a small number of valu- 
able customers (Moore 2006) 


Opportunities for Researchers 


This article's analysis of the possible organizational 
responses to the Internet-induced forces of proliferation and 
complexity, compounded by increased velocity, raises 
important issues for scholars to consider The following 
topics address how to improve the adaptability of marketing 
organizations 


Understanding the marketing capabilities gap The 
notion of a gap between the accelerating demands of the 
market and the capacity of a marketing organization to 
comprehend and cope ıs appealing but speculative Cur- 
rently, a quantitative estimate of the size of the gap 1s out of 
reach Nonetheless, much can be done to better understand 
how fast the demands of the market are expanding relative 
to the capacity to respond 

On the demand side of the gap, there has been a rapid 
proliferation of touch points connecting a firm with its cus- 
tomers Which are most important? How are customers 
coping with this rich information environment? What cop- 
ing strategies are they using, and how should firms take 
advantage of this behavior? Which markets are most sus- 
ceptible? An understanding of these contingencies could 
shed light on when the capabilities gap 1s unacceptably 
large versus simply troubling 

On the response side of the gap, research 1s needed on 
the organizational impediments What are the respective 
contributions of lock-in, inertia, coordination, and talent 
limitations? Previous research has regularly implicated 
organizational and database silos as impediments How can 
useful market insights be rapidly extracted when databases 
cannot be linked because different functions use different 
platforms, partners cannot link databases, and the levels of 
aggregation are different? 


Performance consequences of adaptive marketing capa- 
bilities A significant question 1s whether firms that are adept 
at vigilant market learning, adaptive market experimenta- 
tion, and open marketing will outperform their rivals 
Answers to this question will require more precise conceptu- 
alization of these adaptive capabilities and an understanding 
of the main contingencies Further research 1s also needed 
on the organizational context of adaptive marketing capa- 
bilities, notably the role of business models, vigilant leader- 
ship, and organizational alignment A central presumption 
of our adaptive perspective 1s that the marketing mix or 
downstream view of the role of marketing 1n organizations 
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has become overly static and tactical A further, untested 
proposition 1s that the capabilities for making and ımple- 
menting marketing mix decisions will become more effective 
and timely when guided by adaptive marketing capabilities 


An adaptive perspective on market orientation The 
concept of market orientation has served the field of mar- 
keting well After several decades of articulation, applica- 
tion, and research, the contributions to relative performance 
are well documented But this concept arose in a simpler 
and slower-paced era and should be rethought 1n light of the 
uncertainties and complexities of contemporary markets Is 
the marketing concept better suited to the exploitation of 
existing markets versus the exploration of emerging mar- 
kets and volatile customer behavior? As markets (both 
financial and customer) are beset by turmoil, 1s a market 
orientation as presently construed adequate to cope with the 
greater uncertainty that puts a premium on adaptability? 


Marketing capabilities in network organizations Mar- 
keting capabilities 1n network organizations was a compelling 
1ssue for the senior marketing managers who participated 1n 
an American Marketing Association (Day, Howland, and 
Parayre 2009) study of the future of marketing A key uncer- 
tainty 1n this scenario study was whether marketing activities 
would be performed ın a modified hierarchical structure or 
network design that shrinks the organization down to the core 
capabilities and expands the periphery to encompass diverse 
network partners In a networked future agency, partners, 
development partners, marketing researchers, and every 
conceivable specialized skill set are part of the extended fab- 
ric This 1s outsourcing on a grand scale, with the intent of 
making every function more open and adaptable The field 
of open innovation has led the way with 1nnovative business 
models (Chesbrough 2006) We need a complementary 
development of the concept of open marketing to showcase 
theoretical possibilities and next-generation marketing 


Globalization and its complications The forces of pro- 
liferation, complexity, and accelerating velocity are playing 
out on a global tableau Multinational companies have the 
added challenge of drawing market insights from diverse 
geographic markets and responding when these markets 
have different levels of Internet penetration, access to media, 


and restrictions Their experience 1s that the best ideas come 
when pieces of knowledge from diverse geographies can 
interact and inform each other (Santos, Doz, and Williamson 
2004) How do firms cope with this level of complexity 
while they struggle to close the marketing capability gap in 
their core markets? What 1s the optimal way to share experi- 
ence of successes and failures and extract robust insights? 


Summary 


The familiar saying "Necessity 1s the mother of invention" 
holds valuable wisdom For marketers of all stripes, there 1s 
the pressing necessity to respond to the accelerating com- 
plexity of their markets which stresses their organizations 
and potentially places them at a competitive disadvantage 
There 1s a real and expanding gap between the demands of 
markets and the ability of firms to address the complexity 
and velocity of change 1n their markets 

The inventions in response to this necessity for an adap- 
tive response are more problematic Some firms will tinker 
at the margins of their marketing activities but otherwise 
continue with their tried-and-true practices Such a passive 
response ensures that their capabilities gap will widen, and 
they will function far below their potential It is likely to be an 
increasingly untenable position as more adroit competitors — 
or new entrants— exploit the developments 1n Internet and 
knowledge sharing technologies to gain an advantage They 
will demonstrate the value of microtargeting, building com- 
munities of users, and engaging 1n a dialogue with their 
customers to magnify the impact of their marketing activi- 
ties These more vigilant competitors will see opportunities 
sooner and put in place the capabilities to respond to what- 
ever direction this market moves 

The field of marketing will raise 1ts game when it 
moves beyond static marketing activities to adaptive capa- 
bilities that fit the new market reality This will build on 
insights from the experience of next practice companies, 
demand a willingness to rethink existing business models, 
and open up the organization to network partners We are 
confident that the disruptive shock to the system from the 
Internet era will spawn a new generation of insights into 
how markets work and how organizations can anticipate 
and respond to fast-moving market signals 
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Bridging the Academic-Practitioner 
Divide in Marketing Decision Models 


The marketing decision models field has produced many siriking developments that have had a dramatic impact 
on practice However, the field has produced orders of magnitude more developments that have received minimal 
use In this article, the author notes the many successful marketing model developments but then considers the 
relatively low level of practical use (trial or adoption) and questions why that is the case He then suggests how 
changes ın the incentive and reward systems for marketing academics, marketing practitioners, and marketing 
Intermediaries can bring about adoption and implementation improvements that would be mutually beneficial, 
bridging the academic-practitioner divide. The author also outlines a program of research in the area of the 
adoption and use of marketing decision models that will provide guidance on what to develop and how to get those 
developments adopted 


Keywords decision models, marketing models, implementation, marketing practice, intermediaries 


The big problem with management science models 1s that systems (MDSS), but I believe the observations hold more 
managers practically never use them There have been a broadly They are related to the divide between theory and 
few applications, of course, but the practice 1s a pallid pic- t ket bee did health d 
ture of the promise (Little 1970, p B466) practice 1n marketing, why this divide 1s unhealthy, an 
some things we might do to bridge it 
hatles Dickens began his Tale of Two 7 with p Since the time of Little’s (1970) observation (noted ın 
line It was the best of times, it was the worst 0 the opening quotation), we have built a formidable flotilla 
times " The opening quotation by John Little, which 


of marketing models and have documented the clear busi- 


characterizes the divide between academic model develop- 
ness impact of many of them This article discusses what 


ers 1n marketing and the practitioner audience those devel- 


opments are aimed at, mirrors Dickens’s dichotomy That marketing decision models and MDSS are and the benefits 
academic-practitioner divide also brings to mind the issue that accrue from their appropriate use There are many suc- 
that C P Snow (1993) raised in a 1953 essay, 1n which he cesses It 1s a "glass-half-full" story I then argue that Lat- 
discussed the divide between science and hterature, which tle’s allıteratıve comment that “practice 1s a pallid picture of 
he called the “Two Cultures,” and his belief 1n the need for the promise" 1s as true today as 1t was then I go on to dis- 
closer contact between them To paraphrase Snow, we must cuss what we know about why that 1s so and what remains 


humanize the scientist and simonize the humanist in the 
marketing profession for the profession to truly prosper—to 
bridge the academic-practitioner divide As Hoch (2001) 
and others have pointed out, a combination of formal mod- 
els and intuition outperforms either pure approach to mar- 


to be learned about the glass-half-empty part of the story 
Next, following Roberts, Kayande, and Stremersch 

(2009), I add a third “culture” to Snow’s (1993) two—mar- 

keting intermediaries—and discuss their critical but poorly 


keting decisions understood role 1n the marketing model development and 

This article 1s specifically grounded in the domain of implementation process I argue that intermediaries serve a 

marketing decision models and marketing decision support vital boundary-spanning role 1n this domain, and any progress 
in bridging the divide will require their full participation 

Gary L Lihen is Distinguished Research Professor of Management Sci- With that foundation, I suggest changes ın culture, 

ence, Pennsylvania State University (e-mail. Glillen Q psu edu) This artı- incentives, and actions that are required for marketing acade- 

cle emerges from decades of working in this domain | am grateful to the mics, marketing intermediaries, and marketing managers to 


many individuals who have helped the field grow and who have worried 


over the "divide" in the title | must single out John Little, whose influence work more closely together for jot gain I then outline a 


ıs evident throughout Much of what is here reflects my long collaboration research agenda ın the domain of organizational impact of 
with Arvind Rangaswamy | am also grateful to my doctoral student, Frank marketing models 
Germann, for his research support The article has benefited enormously My goal 1s to focus on the opportunity cost of continu- 


from insightful comments and conversations with Bernie Jaworski, Ujwal 


Kayande, Don Lehmann, John Roberts, and Lisa Schutz, all of whose ing on our current path and the relatively small changes 


excellent ideas and suggestions | have shamelessly claimed as my own needed for all three sets of stakeholders to benefit greatly 

(but they know better) | especially want to thank Ajay Kohli for including There 1s a positive-sum game here for all, but implementing 

is Hi this JM 75th anniversary initiative and insisting that | live up to his the needed changes will require cooperation, mutual under- 
standing, and courage 
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The Glass Half Full: Marketing 
Decision Models and Their Benefits 


Marketing Decision Models 


Marketing managers regularly make decisions about prod- 
uct features, prices, distribution options, sales compensa- 
tion plans, and so on In making those decisions, managers 
choose from among alternative courses of action ın a com- 
plex and uncertain world Like all decisions that people 
make, even when extensive data are available, marketing 
decision making involves judgment calls Most traditional 
marketing decision making, while sometimes guided by the 
concepts from our literature, 1s largely based on managers’ 
mental models, intuition, and experience In many situa- 
tions, such mental models, perhaps backed up by market 
research data, may be all that managers need to feel psycho- 
logically comfortable with their decisions. However, mental 
models are prone to a range of systematic errors and biases 
(see, e g , Bazerman 1998) 

Consider an alternative approach Managers might 
choose to build a spreadsheet decision model of the situa- 
tion and explore the sales and profit consequences of alter- 
native marketing programs before making a decision. The 
systematic translation of data and knowledge (including 
judgment) into a tool that 1s used for decision support 1s 
what I call (traditional) marketing decision modeling "! In 
contrast, relying solely on the mental model of the particu- 
Jar decision maker without using any support system 1s 
what I call “subjective marketing " A third option 1s to auto- 
mate the decision process Consider a different context 
When a user logs on to Amazon com, the user 1s often 
greeted by a recommendation produced 1n the background 
based on a mode] and analysis of what Amazon com knows 
about that user's demographics and past purchase behavior, 
as well as the purchases of other people who have made 
similar purchases 

I define (traditional) marketing decision modeling as a 
systematic approach to harness data and knowledge to drive 
marketing decision making and implementation through a 
technology-enabled and model-supported interactive deci- 
sion process When human judgment or interaction 1s not 
involved (1 e , when the marketing decision 1s automated), I 
call that automated marketing decision modeling Exhibit 1 
sketches the differences 

The marketing decision modeling approach relies on the 
design and construction of decision models and 1mplement- 
ing such decision models within organizations in the form 
of MDSS As Wierenga, Van Bruggen, and Staelin (1999) 
point out, technological and modeling advances have 
greatly increased the availability and quality of model- 
based MDSS, a term that 1s somewhat broader than market- 
ing decision modeling Many MDSS—for example, data- 
base marketing systems, customer relationship management 
systems, marketing dashboards, pricing DSS, and sales ter- 
ntory alignment systems—are based on marketing decision 


IMuch of the discussion in this section 1s drawn from Lilien and 
Rangaswamy (2008), in which we use the term “marketing engi- 
neering" to refer to what I call here *marketing decision modeling " 


EXHIBIT 1 
Three Approaches to Marketing Decision 
Modeling That Differ by the Relative Role of 
Models and Managerial Judgment in the Decision 
Process 


A. The Subjective Marketing Decision Making Approach 


Managerial 
judgment 


Management 


problem 





B: (Traditional) Marketing Decision Modeling Approach 


Decisions 


C: Automated Marketing Decision Modeling Approach 


"m 


models and have been shown to improve the objective qual- 
ity of marketing decision making (e g , Divakar, Ratchford, 
and Shankar 2005, Eliashberg et al 2000, Hoch and 
Schkade 1996, Lodish et al 1988, McIntyre 1982, Sılva- 
Risso, Bucklin, and Morrison 1999, Zoltners and Sinha 
2005), leading to improved managerial and organizational 
performance 









Managerial 
judgment 






Management 
problem 


















The Benefits of Marketing Decision Models 


The number of concepts, tools, and techniques underlying 
the marketing decision model approach 1s large The acade- 
mic world has been producing a great deal of literature on 
quantitative marketing methods, much of which focuses on 
marketing decision making Lehmann (2005) cites the 
emergence of seven quantitative marketing journals since 
1982 (when Marketing Science was founded), before which 
the field boasted only four In addition, several of these 
journals have increased the number of issues and the num- 
ber of pages per issue It 1s fair to speculate that the rate at 
which marketing decision modeling knowledge and tools 
are being produced and reported 1n the academic literature 
has likely more than tripled 1n the past 25 years 

The marketing decision models reported 1n the literature 
provide a range of benefits, detailed in the following 
subsections 


Improve consistency of decisions. Models help man- 
agers make more consistent decisions, and consistency 1s 
especially desirable 1n decisions that managers make often 
Russo and Schoemaker (1989) cite several studies that 
document the value of consistency 1n improving predictions 
(see Exhibit 2) A comparison of Column 2 ın Exhibit 2 
(“Subjective Decision Model") with Column 1 (“Mental 
Model") suggests that the formalized intuition of experts 
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EXHIBIT 2 
Degree of Correlation with the True Outcomes of Three Types of Models, Showing That Even Subjective 
Decision Models Are Superior to Mental Models, but Formal, Objective Models Do Far Better 





Types of Judgments Experts Had to Make 


Academic performance of graduate students 
Life expectancy of cancer patients 

Changes in stock prices 

Mental illness using personality tests 
Grades and attitudes in psychology course 
Business failures using financial ratios 
Students’ ratings of teaching effectiveness 
Performance of life insurance salesman 

IQ scores using Rorschach tests 
Mean(across many studies) 


Mental Subjective Decision Objective Decision 
Modela Modelb Modele 
19 25 54 

— 01 13 35 
23 29 80 
28 31 46 
48 56 62 
50 53 67 
35 56 91 
13 14 43 
47 51 54 
33 39 64 





aOutcomes directly predicted by experts 


bSubjective Decision Model Outcomes predicted by subjective linear regression model, formalizing past predictions made by experts 


cObjective Decision Model Linear model developed directly from data 


Source Russo and Schoemaker (1989, p 137) 


captured in a simple linear decision model outperforms the 
experts themselves On average, prediction accuracy 
improved from 33% correlation with the actual result to 
39% correlation An explanation for this improvement 1s 
that people are inconsistent decision makers, whereas mod- 
els consistently apply the knowledge of experts 1n new 
cases 

Column 3 ın Exhibit 2 shows the accuracy of an “obyec- 
tive" linear regression model, which has a 64% correlation 
on average with the true value What conclusion can be 
drawn? First, when managers can build an objective model 
based on actual data, they will generally make the best pre- 
dictions However, 1n many decision situations, there are no 
data that show the accuracy or the consequences of past 
decisions made ın the same context In such cases, the next 
best option 1s to codify the unaided mental model that deci- 
sion makers use into a formal decision model However, on 
average, all three types of models have a positive correla- 
tion with the truth, whereas a model with random predic- 
tions would have zero correlation with the truth Thus, mana- 
gers clearly bring expertise to the decision-making arena, 
but consistency 1n decision making 1s important, and mod- 
els help 1nduce consistency 


Enable exploration of more decision options In some 
situations, the number of options available to decision mak- 
ers 15 so large that ıt would be physically impossible for 
decision makers to apply mental models to evaluate each 
option Managers may develop decision heuristics that help 
prune the number of options to be evaluated, but such prun- 
ing may lead to poorer decisions than considering each 
available option more carefully An alternative approach 1s 
to develop a computer decision model, unconstrained by the 
manager's past behavior, that facilitates the exploration of 
more options By exploring more options, managers are 
more likely to move away from their prior dispositions 
(anchor points) and make better decisions For example, 
several sales force allocation models have resulted in a 
5%-10% improvement ın profitability as a result of reallo- 
cating effort with no additional investments (Fudge and 


198 / Journal of Marketing, July 2011 


Lodish 1977, Rangaswamy, Sinha, and Zoltners 1990, 
Sinha and Zoltners 2001) 


Assess the relative impact of decision variables In some 
situations, the decision options may be few, but the 
variables that affect the decision may be numerous For 
example, in test marketing a new product, a manager may 
be considering only two decision options—withdraw the 
product or introduce it in selected markets—but many 
variables may influence this decision Variables such as 
competitor and dealer reactions, consumer trial rates, 
competitive promotions, the brand equity associated with 
the brand name, and the availability of the product on the 
shelf all influence product sales In this case, a decision 
model could provide the manager with a framework to 
more fully explore each decision option and to understand 
the impact of each of the variables on product sales Models 
that permit such exploration, such as Assessor, have been 
successfully used in test marketing, and Urban and Katz 
(1983) report that, on average, the use of the Assessor 
model offers a 6 1 benefit cost ratio 


Facilitate group decision making Marketing decision 
modeling provides focus and objectivity to group decision 
making by externalizing the ideas and relationships that 
reside 1n the minds of decision makers In the same way 
that an explicit agenda helps direct meetings, the model or 
the results from a modeling effort can help a group deliber- 
ate and converge on a decision For example, discussions 
on allocating resources tend to degenerate into turf battles, 
like congressional budget debates However, if the entire 
group participates 1n a decision modeling exercise, group 
discussions can be directed toward why someone prefers a 
particular allocation rather than focusing simply on what 
allocation that person prefers 


Update mental models of decision makers Marketing 
managers have mental models of how their markets operate 
They develop these models through trial and error over 
years of experience, and these mental models serve as valu- 
able guides ın decision making However, in forming these 
mental models, they may not take advantage of how man- 


agers 1n other industries have approached similar problems, 
or they may not incorporate academic research that 
addresses such problems When managers are exposed to 
decision models, they reexamine their own internal mental 
models, causing them to codify their thought processes and 
test their validity, formal models require that key assump- 
tions be made explicit, and the model structure may require 
new ways of thinking about a familiar problem 

These benefits summarized previously, along with oth- 
ers, have been realized 1n several well-documented applica- 
tions using a range of marketing decision models over the 
years The Appendix provides a sample that shows the 
range of methods and benefits The first four examples were 
either winners of or finalists in the prestigious INFORMS 
Edelman Prize competition, honoring the best global appli- 
cations of operations research modeling worldwide in any 
discipline, the latter five were winners of or finalists 1n the 
INFORMS Society for Marketing Science (ISMS) Practice 
Prize Competition (since 2009, this award has been run 
jointly with the Marketing Science Institute [MSI]), honor- 
ing marketing modeling applications that demonstrate acad- 
emic rigor and have also demonstrated significant organiza- 
tional impact 2 

In a special issue of International Journal for Research 
in Marketing (IJRM) dedicated to marketing decision mod- 
els, Leeflang and Wıttink (2000, p 105) cite the time from 
1985 to the (then-) present as the era “when models are 
increasingly being implemented and there 1s interest in 
decision support systems Oo We also see an increase in the 
routinized model applications that result in meta-analyses 
and studies of the generalizability of results " The domains 
of application that they cite are model automation, repeti- 
tive pricing and promotion decisions, media allocation deci- 
sions, distribution programs, product assortment and shelf 
space allocations, and direct mail solicitations 

These studies suggest that the field has been producing 
highly impactful applications for a long time, several of 
which report modeling approaches that can be employed 
widely Roberts, Kayande, and Stremersch (2009) provide 
extensive empirical evidence of the broad impact of market- 
ing decision modeling on practice at both the conceptual 
and the operational levels These developments are good 
news indeed, and the marketing decision modeling glass 1s 
at least half full 


The Glass Half Empty: Limited 
Applications and Missed 
Opportunities 


As impressive as the reported marketing decision model 
applications are, the mere availability, or even the use, of a 


ZA list of Edelman Prize Winners can be found at 
http //www informs org/index php?c=401 &kat=Franz+Edelman+ 
Award, associated papers can be found 1n the first issue of each 
year in Interfaces ISMS Practice Prize winners and finalists can 
be found in Marketing Science 2004, No 2, 2005, No 3, 2007, 
No 4, 2008, No 4, and 2009, No 4 DVDs are available of the 
finalist presentations at http //www informs org/site/ISMS_DVD/ 
index php?c-5&kat-D VD+Details 


marketing decision model to support decision making, does 
not guarantee better decisions or the realization of increased 
value for the firm Although models can produce significant 
benefits, many managers are reluctant to use models based 
on their objective quality For example, retail industry ana- 
lysts report that retailers have been slow to adopt pricing 
decision models that are known to improve retail perfor- 
mance (Reda 2002) 3 Sullivan (2005) reports that only 
595—696 of retailers use price optimization models, while 
most prefer to use their 1nstincts for making pricing deci- 
sions As a consequence, “actual retail prices observed over 
time may differ greatly from model-recommended courses 
of action” (Nuys, Srinivasan, and Pauwels 2007) Indeed, 
according to an Accenture (2002) study, while the Global 
Fortune 1000 firms spend more than $1 trillion 1n market- 
ing, 68% of respondents could not even articulate what was 
meant by return on marketing investment in their organiza- 
tion, much less measure 1t 

In the same issue of JJRM that carried Leeflang and 
Wittink’s (2000) optimistic report, there are dissenters As 
Winer (2000, p 143) reports, 


My contacts 1n consumer products firms, banks, advertis- 
ing agencies and other large firms say that models are 
not used much internally Personal experience with mem- 
ber firms of the Marketing Science Institute 1ndicates the 
same I have not seen the penetration of marketing 
modeling to which the authors refer 


Roberts (2000, p 130) concurs, noting that Leeflang and 
Wittink focus on the supply side (the models being built) 
rather than on the demand side (those actually used) He 
asks, 


What 1s 1t about conjoint analysis, customer satisfaction 
models and discriminant-based segmentation approaches 
that has led to their managerial adoption while ın relative 
terms diffusion models, game theoretic competitive analy- 
sis and multi-equation econometric models have lan- 
guished ın the hands of the manager? 


Van Bruggen and Wierenga (2001) study the 1mpact of 
the most well-known marketing models reported ın the aca- 
demic literature They used the model developers as key 
informants to assess the long-term impact of those models 
Their results appear 1n Exhibit 3 At first glance, the num- 
bers look good The impact, implementation success, and 
user satisfaction all score just below 55 on a seven-point 
scale But consider this These are our (academically) most 
well-known, most widely cited models And the model 
developers are the informants Both the sample and the 
informants are skewed ın the direction of giving an upper 
bound on model implementation and impact success, and 
yet the models still rate below 5 5 on a seven-point scale 

Little’s (1970, p B483) prescription for the lack of 
managerial use focuses on the characteristics of the model, 


3The reluctance of decision makers to use decision models even 


when those models can improve performance 1s not restricted to 
marketing For example, DSS significantly improve a doctor's 
clinical performance ın prescribing decisions (Hunt et al 1998), 
yet medical professionals are largely unwilling to use such DSS 
(Lapointe and Rivard 2006, Sintchenko et al 2004) 
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EXHIBIT 3 
Measures of the Impact of the Most Visible 
Marketing Models, Showing That There Is Still 
Room for Improvement 





Impact Measures M (SD) 

Number of companies that implemented 46 3 (79 3) 
the MMSS (range 0-333) 

Percentage of companies that still use 44 3 (42 2) 
the MMSS (range 0-100) 

Impact of MMSS on actual decisions4 5 40 (1 33) 
(“small/large”) 

Success of implementation of MMSSa 5 43 (1 19) 
(“not successful/very successful”) 

Satisfaction of users@ (“not satisfied/very 5 47 (1 07) 


satisfied") 
Impact scale (Cronbach's a = 80) 


aFor these indicators, seven-point scale items were applied 
Source Van Bruggen and Wierenga (2001) 
Notes MMSS z marketing management support system 


his well-known decision calculus criteria. Is the model (1) 
simple, (2) robust, (3) easy to control, (4) adaptive, (5) 
complete on important issues, and (6) easy to communicate 
with? He notes that "managers have to learn to use the 
model" and “a model ıs a stone ın the shoe of better data,” 
meaning that models identify the knowns, the unknowns, 
and the resulting data needs (hard and soft) Three decades 
later, Little (2004, p 1858) reflected on what had changed 
and what had not since his 1970 paper, he noted that while 
technology, data, and methodologies had changed dramati- 
cally, two things that had not changed were "organizational 
inertia and academic promotion criteria " He quotes corre- 
spondence with Marshall Fisher 


Models can be deployed ın one of two ways— either fully 
automated untouched by human hands or as a decision 
support system under the direction of a manager In the 
second mode, I have found that simple beats complex 
optimization every time because it enables a better cou- 
pling with the heavily involved manager most of my 
failures have come from trying to deploy sophisticated, 
black box optimization models in DSS environments 
because the managers with responsibility were unwilling 
to 1mplement recommendations they did not understand 
(Little 2004, pp. 1857—58) 


Fisher implies that most of his successes implementing 
sophisticated decision models have been of the automated 
variety, and his failures have been organizational rather than 
technical in nature Lodish (2001, p S54) describes his 
lessons from 30+ (very successful) years of building and 
applying models 


The criterion for a good, productive model 1s not whether 
it 1s theoretically or empirically perfect It 1s whether the 
manager’s decision, based on the model, improves pro- 
ductivity enough to justify the costs and resources 
devoted to developing and using the model This oren- 
tation has made it difficult to get some model descriptions 
into the best academic Journals However, I consider prac- 
tical applications to be one of the most 1mportant attrib- 
utes of my academic work 


Good for Len but bad for our field Why should marketing 
academics be forced to make such trade-offs? 
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About a decade after his 1970 paper, Little (1979) fig- 
ured out that good marketing decision models were not 
enough, they had to be embedded in MDSS that included 
those models, 1n addition to data, analytic tools, and com- 
puting power Work on MDSS has followed, but that area of 
research has not become mainstream ın the marketing lıt- 
erature, a point to which I return 

Wierenga and Van Bruggen (1997, 2000) argue that 
decision aids for marketing managers should match the 
thinking and reasoning processes of the decision makers 
who use them They discuss different marketing problem- 
solving modes and aver that there is no such thing as a 
single best MDSS Zınkhan, Joachimsthaler, and Kinnear 
(1987) concur and find that risk aversion, involvement, 
cognitive differentiation, and age predict MDSS utilization 
and satisfaction (I argued such a case 1n a more superficial 
manner decades earlier [Lilien 1975) and called the idea 
“model relativism ” The term never gained traction ) 

Arvind Rangaswamy and I summarize elsewhere (Lilien 
and Rangaswamy 2004) several reasons for this lack of 
adoption, including that (1) mental models are often good 
enough (particularly in predictable environments [Hoch and 
Schkade 1996]), (2) models do not solve problems, people 
do (so there will always be a human component, at least in 
marketing decision modeling environments), (3) managers 
do not observe the opportunity costs of their decisions, so 
they cannot see what the upside of a decision model might 
be, and (4) models require precision and analysis, while 
managers often prefer ambiguity and intuition 

Some of my colleagues have suggested the application of 
Rogers’s (2003) diffusion of innovation factors to explain the 
gap between potential and realized 1mplementation perceived 
advantage or benefit, riskiness of purchase, ease of product 
use/complexity of the product, immediacy of benefit, observ- 
ability, trialability, price, extent of behavioral changes 
required, and return on investment The trialability issue 1s 
one that Urban and Karash (1971) pointed out decades ago, 
when discussing an evolutionary approach to model building, 
their observations are as relevant today as they were then 

Most of these issues are incorporated implicitly or 
explicitly in Wierenga, Van Bruggen, and Staelin’s (1999) 
framework for determining the success of MDSS, which 
can also be applied to marketing decision models (see 
Exhibit 4) These factors involve (1) demand-side issues, 
which involve characteristics of the decision problem, the 
specific decision maker, and the organizational environment 
in which the decision takes place, matched with (2) supply- 
side issues, or characteristics of the system, including the 
data, the knowledge base, and the analytics or other under- 
lying technology, (3) design characteristics of the MDSS 
itself, (4) the xmplementation process, including character- 
istics and attitudes of the adopting organization and the 
process used by the system developers, and (5) success 
measures, including attitudes toward the system, stake- 
holder success measures, and organizational success mea- 
sures, both financial and otherwise The extensive set of 
factors in their framework, along with the many drivers in 
Rogers’s adoption criteria, suggests that there are many pot- 
holes on the road to the successful implementation and use 
of marketing decision models 


EXHIBIT 4 
An Integrating Framework of Factors That Determine the Success of Marketing Management Support 
Systems 





Decision Situation 
Characteristics 


Decision Problem 
eStructuredness 
eDepth of knowledge 
eAvailability of data 
eMarketing instrument 


Demand 
Side 

of 
Decision 
Support 


Decision Environment 
eMarket dynamics 
eOrganızatıonal culture 
eTime constraints 


Decision Maker 
eCognitive style 
eExperience 
eAttitude toward DSS 





Success Measures 
Technical Validity 
Adoption and Use 
User Impact Variables 
eUser satisfaction 


ePercerved usefulness 
eDecision confidence 


Organizational Impact Variables 


Marketing Management 
Support Systems (MMSS) 


Components 

elnformatıon technology 

eAnalytical capabilities 
Supply eMarketing data 


7 eMarketing knowledge 


Decision 


F 
Support unctionality 


eOptimization 
eAnalysis and diagnosis 
eSuggestion and stimulation 


Types 

eMM eMKBS 
eMKIS eMCBR 
eMDSS eMNN 
eMES eMCSS 


Match between 
demand and 
supply of 
decision support 


Design Characteristics 
of the MMSS 


eAccessibility 

eSystem integration 

e Adaptability 

ePresentation of output 
and user interface 

eSystem quality 


eProfit 

eSales 

eMarket share 

eTime saved 
ePersonal productivity 
eCost reductions 


Characteristics of the 
Implementation Process 


eUser involvement 

eT'op management support 

eCommunication about the 
MMSS 

eMarketing orientation 

ePresence of an MMSS champion 

eAttitude of the IS department 

eIn-company developed versus 
purchased 





Source Wierenga, Van Bruggen, and Staelin (1999) 


Intermediaries 


Delaine Hampton, Director of Consumer and Market 
Knowledge at Procter & Gamble (speaking at a Practi- 
tioner-Academic Interface Session at a Marketing Science 
conference 1n June 2004), defines model success as change 
ın mental models within the organization (Exhibit 5) A suc- 
cess might be invisible, embedded ın an operational system 
(automated marketing decision modeling) and integrated into 
a well-defined operational process (e g , pricing process, new 
product development process, customer complaint resolu- 
tion system) However, if ıt 1s visible and actively involves 
the decision maker, users and the organization itself must 
change their way of thinking for 1t to be successful 

In the middle, though —taking the handoff from acade- 
mics and passing that knowledge on to practitioners — are 


elnformatıon quality 





eTraining of the users 


marketing 1ntermediaries They are the marketing research 
firms and consultancies that have been the transfer agents 
of our models all along— and whose role has largely been 
1gnored 

Consider Zoltners and Sinha (2005) Their consultancy, 
ZS Associates (an intermediary), employs nearly two thou- 
sand people at 17 offices around the world working on 
implementing sales force models Their summary of what 
they have learned 1n 30+ years about marketing decision 
model success appears 1n Exhibit 6 Note that shortcomings 
in their early years led to better models for sure, but more 
important, better systems, systems more closely aligned 
with how sales managers actually made decisions and with 
the cross-functional impact of those decisions They devel- 
oped modeling and systems enhancements that enabled 
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EXHIBIT 5 
Delaine Hampton’s View of the Path from the Development of a New Marketing Model to Its Actual Impact 
on an Organization Indicates That Mental Models Must Change It to Have a Real Impact 
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Source Delaine Hampton, presented at Marketing Science Conference (June 2004) 


users to visualize an aligned solution easily Note the anal- 
ogy with Delaine Hampton’s story — better models and sys- 
tems blend with use experience to develop better processes 
Ultimately, as Zoltners and Sinha (2005, p 320) say, 


Territory alignment wisdom emerges, manifesting itself 1n 
knowledge, experience and perspective The wisdom 
becomes part of subsequent alignments and frequently 
triggers further model, system and process innovation 
Over time, as shown 1n [Exhibit 6], the role of processes 
and wisdom becomes larger than the role of the models 
and the systems 


Roberts, Kayande, and Stremersch (2009) use the term 
“marketing science value chain" to operationalize Hamp- 
ton’s view that marketing science intermediaries play a key 
boundary-spanning role in diffusing new technology and 
methodology in marketing They find that two articles— 
namely, Guadagm and Little (1983) and Green and Srını- 
vasan (1990) —stand out as having had both high academic 
and high managerial impact 

Guadagm and Little (2008, p 26) comment on their 
1983 article in a 25th anniversary perspective and state that 
the reason for 1ts high 1mpact 1n practice was that “a small, 
entrepreneurial consulting firm developed and sold applica- 
tions based on the model " The firm they are referring to, 
Management Decision Systems, 1s the same one that com- 
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mercialized Assessor (Silk and Urban 1978), an Edelman 
Prize finalist in 1989 Bucklin and Gupta (1999) report on 
the widespread commercial use of models based on UPC 
(universal product code) scanner data (the data that drove 
the use of the logit model Guadagnı and Little developed) 
and note that intermediaries are the primary transfer agents 
In addition, the widespread 1mpact of the various types of 
conjoint analysis, whose development Green and Srini- 
vasan (1990) called for, would not have happened without 
numerous well-skilled intermediaries to deliver benefits 

So what can be said about these intermediaries? Are 
they the “Big Uglies” (a term American football announcer 
Keith Jackson used to describe the members of the offen- 
sive line), those who do the blocking that permits the “skill 
players” to penetrate the defense, gain yards, and score? If 
so, what are their operations and incentives? If they are the 
stars or the skill players, why have they not been integrated 
more deeply 1n our discussions? 

There are different segments of these intermediaries 
infrastructure vendors (SPSS), boutique vendors of 
model solutions (Management Decision Systems), large 
generalist firms (Boston Consulting Group, McKinsey), 
implementation-oriented firms (Accenture), accounting 
firms (Deloitte), and market research suppliers (Gallup 
Consulting), among others Each have somewhat different 


EXHIBIT 6 
ZS’s Evolution over 30-Plus Years of Implementing Marketing Decision Models in the Sales Force 
Domain, Showing That the Changes Have Been in Systems, Processes, and Wisdom Rather Than in 
Modeling Technology Itself 
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Source Zoltners and Sinha (2005) 


business models and incentives, but all potentially span the 
marketing academic—practitioner gap for marketing deci- 
sion models 

To provide some insight into the incentive issue, I recall 
a conversation I had when I was editor of the journal Inter- 
faces (the journal of the practice of operations research and 
management science) 1n the 1980s I heard a presentation at 
a major conference by a principal at a top consulting firm 
that I thought would make a great article for the journal I 
asked him if he would write up his work and submit it to the 
journal His reply “In my business, there are three kinds of 
time billable time, selling time, and wasted time So which 
time should I use to write your article?" I made a note 


Recommendations 


Therefore, there are three sets of actors involved 1n market- 
ing decision models academics, intermediaries, and practi- 
tioners (the ultimate model users), and I have two recom- 
mendations for each table stakes (things the reader has 
likely heard before) and one or two big bets, perhaps new 
business models for us 


Time 


Academics 


My entry into academia (see Lilien 2008) was a bit different 
than most I did my doctoral work part tıme while working 
full time in an operations research group at Mobil Corp 
There, I worked on leading-edge operations research appli- 
cations, many ın the domain of marketing decision models 
After obtaining my degree, I left Mobil to take a position at 
the Massachusetts Institute of Technology (MIT) While at 
Mobil, important and interesting problems regularly 
emerged from internal client requests I was at MIT for a 
few weeks, and no one brought me any interesting prob- 
lems, so I went next door and asked John Little, our group 
head, what to do “Now you are 1n academia," he said “So 
you have to make them up " *How do I do that?" I inquired 
"Ask important questions,” he replied 

Trying to answer John’s question got me into the appli- 
cations end of marketing decision modeling (as well as into 
the business-to-business domain, my other area of interest) 
In both cases, I figured that the best way for me to find out 
what was important was to stay closely connected to prac- 
tice, something that was natural at Mobil That need (com- 
bined with the major salary cut I took when I left Mobil to 
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come to MIT) caused me to start a consulting firm It also 
induced me to do research that involved industry sponsor- 
ship (e g , Lilien 1979) so that, among other things, I could 
provide myself with a summer salary supplement, common 
at the time and still today ın most of the science and engi- 
neering disciplines (Younger academic readers may find 1t 
hard to believe that academic marketing salaries were once 
low and that you had to generate your own summer sup- 
port ) Little (2004) and Lodish (2001) both note that the 
academic reward system remains a barrier to the application 
of marketing decision models 

So what can we do, aside from lowering academic 
salaries, to provide the strong economic incentive we had 
decades ago? One action seems clear make “impact on 
practice” an explicit element in the tenure and promotion 
process, along with publication in top journals, teaching, 
and service Such an incentive would encourage people to 
work with (or become at least on a part-time basis) the 
intermediaries who implement developments 1n marketing 
models Some schools incorporate impact on practice, at 
least informally, ın their personnel policies A colleague at a 
top institution had a limited publication record, and I 
thought he had nearly no chance for tenure One of his out- 
side letters came from the head of a major US federal 
research funding agency and stated that his work “funda- 
mentally changed the way we allocate our funding 
resources ” He got tenure primarily because his work had 
such significant and demonstrable impact 

The development of the ISMS/MSI Practice Prize Com- 
petition and publication of the articles in Marketing Science 
represent steps 1n the right direction At Penn State we con- 
sider Interfaces a B+ academic journal for regular issues 
but an A publication for Edelman Prize papers, explicitly 
recognizing the value of impact and application Penn State 
also gives special recognition for articles in such high- 
impact journals as Harvard Business Review 

I have chatted about the impact issue with colleagues 
over the years, and most say something like, “Let people 
wait until after they get tenure—then they can work more 
closely with industry or intermediaries, do consulting, now 
they must concentrate on publishing 1n A-level journals and 
avoiding distractions " But what people do during and 
immediately after their doctoral program forms habits that 
are hard to break 

A big cost or limitation for many people doing acade- 
mic research 1n marketing involves data limitations One of 
my colleagues essentially carries a sign that says, “Will 
consult for data " The contract he makes with an organiza- 
tion that has interesting and useful data 1s that he will con- 
sult with them, giving them much deeper insights than they 
can get themselves (because of his analytic and modeling 
expertise), and all he asks ın return is to be able to use the 
data 1n his academic publications It is win-win He works 
with relevant, high-quality data and gets access to real busi- 
ness problems, he gets to apply the methods and models 
that he develops, and as a bonus, he gets top-quality publi- 
cations In turn, the firm gets cost-effective consulting As 
he says, the “pay” 1s what most of us really value—top- 
quality, impactful publications 
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As I look back on my course outlines from a couple of 
decades ago, I am struck by how much useful technical 
content I have removed so as not to annoy MBAs Clearly, 
we need teaching material that students will find useful (see 
my subsequent comments on “just-in-time learning" as well 
as the effort Arvind Rangaswamy and I have invested 1n our 
Marketing Engineering initiative [decisionpro biz]) But 
isn't ıt time we rethought what we expect of our students? 
Finance graduates use models in their jobs because they 
learn about financial models 1n their educational training I 
see very little marketing education that 1s research focused 
(at least when taught by marketing modelers), rethinking 
the contents of marketing curriculums 1s ın order 

An 1dea arising from time to time 1s to embrace some 
form of the medical school model, 1n which both faculty 
and students (MBA and PhD students 1n our case) would be 
involved 1n ongoing work that involves real problems 1n real 
organizations (Schools of Education also do this, for example, 
by running their own preschools) Why can't we develop our 
methods and skills by serving "patients" at the same time we 
write articles? Can't be done? Gene Woolsey has been doing 
exactly this at the Colorado School of Mines for decades 
To graduate from the operations research/management scı- 
ence program there, a student must do a pro bono project 
for a company or agency that at least gets used and, prefer- 
ably, saves money Any student, before or after graduation, 
who has, in one year on one project, saved his or her com- 
pany or agency $1 million at present worth 1s given a dia- 
mond stickpin Verified savings from this plan are now in 
excess of $820 million (see http //speakers informs org/bios/ 
Woolsey htm) 

So, my table-stakes recommendations for academics are 
(1) add “impact” to the promotion and tenure process, at 
least for promotion to full professor, (2) encourage leaves 
and sabbaticals 1n practice, especially with intermediaries, 
(3) add internships to doctoral programs, (4) require at least 
one nonacademuc letter 1n promotion and tenure dossiers, 
(5) consult for access to data and real-life problems (rather 
than only for money), and (6) give serious consideration to 
making the marketing curriculum more rigorous and 
research focused My big bet for academics 1s to embrace 
some form of the medical school or education school 
model, in which practice 1s integrated into both the research 
and educational process 


Intermediaries 


We are not going to induce major changes 1n the fundamen- 
tal intermediary reward system—1intermediaries are ın busi- 
ness primarily to make money If we (academics) partner 
with them, copresent with them at conferences, and coau- 
thor papers with them, intermediaries will generate the rep- 
utational capital that gets them a closer listen from their 
clients about the benefits of leading-edge models and meth- 
ods that their more forward-thinking clients value How- 
ever, there are at least two barriers Intermediaries have lıt- 
tle incentive to write in our journals, and they often fear 
loss of intellectual property through such disclosure 

We (academics) can provide an answer to the former 
concern through a coauthoring process, which would be 


facilitated through an internship and industry sabbatical 
process The latter concern is what I have called elsewhere 
(Lilien 1982) the “zero-sum mentality ” Intermediaries who 
share their methodology typically do not lose business to 
their rivals, rather, on net, they increase the size of the mar- 
ket, making all better-off When Silk and Urban (1978) 
published their work on Assessor, they helped legitimize the 
market for pretest market models, the intermediary, Man- 
agement Decision Systems, reaped the benefit of that publi- 
cation, especially after Urban and Katz’s (1983) article doc- 
umenting the economic benefits of the model So who 
should take the first step? Note that firms like ZS and Man- 
agement Decision Systems have taken the first step, being 
run by academics who have continued to publish, cycling 
leading-edge findings back to the academic community 
Perhaps such firms should be encouraged to be part of busi- 
ness schools Or maybe business schools should be in the 
business of both partnering with existing intermediaries and 
encouraging and nurturing new ones 

Intermediaries often collect a great deal of data Some 
of that data ıs of little commercial value after ıt 1s out of 
date, but such data may retain academic value Proactively 
publicizing the availability of such data for academic pur- 
poses can provide a strong motivation for high-quality 
research The availability of the PIMS (Profit Impact of 
Market Strategy) database to academucs by the Strategic 
Planning Institute (http //www pimsonline com/about_pims_ 
db htm) spawned much high-quality academic research 
(see, eg , Boulding and Staelin 1990) There 1s consider- 
able upside opportunity here Information Resources Inc 
has done something similar with its initiative through the 
Marketing Science Institute (http //mktscı journal informs 
org/cgvcontent/abstract/27/4/745) 

So, my table-stakes recommendations for intermediaries 
are (1) recognize the possibility of breakthrough work, 
which can lead to new lines of business, by working with 
academics, (2) leverage the publicity and credibility of cop- 
ublishing work with academics, (3) seek appropriate acade- 
mic partners both at academic conferences (many academics, 
few appropriate partners) and at your own conferences 
(where the attending academics may be attractive partners), 
and (4) offer internships for faculty and doctoral students 

My big bet for intermediaries 1s to seek creative busi- 
ness relationships with one or more business schools In 
other words, embrace the medical school model for mutual 
gain 


Practitioners 


Practitioners are the ultimate consumers of marketing deci- 
sion models, if they do not realize the potential benefit of 
our developments (either directly or through intermedi- 
aries), nothing has been gained (and I wonder what value 
our work really has) So why don't they get 1t? 

In today's lean world, managers are overburdened and 
underresourced First, you can't use what you don't know 
about If the academic-intermediary partnership 1S success- 
ful, there will be greater visibility regarding the availability 
and benefits of marketing models, a necessary precondition 
for adoption and use 


Second, people won't use what they don't understand 
Managers have an ongoing need for education Education 
should be both “yust-ın-case” education— what we do ın 
MBA and executive MBA programs, namely, giving man- 
agers concepts and tools just 1n case they need them— and, 
more important, “yust-ın-tıme” educatıon—ın which the 
knowledge of what models are available and what 1s possi- 
ble are brought to the manager when the business problem 
arises Such just-in-time education can take place in a more 
traditional action-learning setting (in which the teaching 
takes place with one or more business teams facing a busı- 
ness problem) or at least partly online, using web-based, 
interactive meeting technology Our interconnected, web- 
based society makes delivery of just-in-time education sim- 
pler than ever, and it ıs an educational mode academics 
should embrace 

Third, managers and academics (and intermediaries) 
must work together to document the value of education and 
traming It 1s 1n all of our interests to study what works, 
what does not work, and why so that education and training 
(whether just ın time or just ın case) 1s viewed as an invest- 
ment, with a measurable return on that investment, and not 
an expense 

Dan Elwing, President of ABB Electric, during his 
Edelman Prize Competition presentation (Gensch, Aversa, 
and Moore 1990) describes the changes he and his firm had 
to make to permit the use of marketing decision modeling 
Among his memorable comments (in the associated video 
tape available at techtv mit edu/collections/edelmanprize) 
was the following “Management had to lead by example I 
had to do regression How hard would you work if your 
manager did not know your job?” 

Sounds like Mr Elwing 1s calling for putting more ana- 
lytics into business programs of all levels — marketing met- 
rics, marketing models/engineering — and for courses on the 
use of MDSS for better decisions A corollary is that we 
need to provide students with an adequate skill base so that 
they can undertake such analysis, or at least understand its 
potential and limitations 

So, my table-stakes recommendations for practitioners 
are (1) engage academics ın just-in-time education, ın 
which practitioners learn marketing concepts and models ın 
the context of problem solution, (2) document and commu- 
nicate the short- and long-term (and soft as well as hard) 
benefits of such interactions, (3) take marketing analytics 
courses with real content, and (4) clearly document model 
and DSS failures as well as success so that future success 
can build on those failures 

My big bet for practitioners 1s more a plea than a bet 
Embrace mental model change, and experiment with mar- 
keting models Some will fail, but as Hogarth (1987, p 199) 
notes, “When driving at night with your headlights on, you 
do not necessanly see too well However, turning your 
headlights off will not 1mprove the situation " Indeed, as 
George Box points out, “All models are wrong, some are 
useful ” 
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Implications for Research 


I have tried to document the “what” 1n this article but have 
been rather vague about the “why” That 1s because we 
really do not know why, and we need a program of research 
to find out 

For example, Lilien et al (2004) show that managers 
often do not think that their decisions become better when 
using a MDSS, even when there are objective improve- 
ments 1n outcomes as a consequence of model-supported 
decisions Without this ability to observe the value of sys- 
tematic decision making, many managers continue to do 
what 1s intuitively comfortable for them In some industries, 
such as mutual funds, managers are rewarded on the basis 
of their performance compared with that of managers of 
funds with similar risk portfolios In such situations, man- 
agers can observe (indirectly) the consequences of deci- 
sions they did not make It 1s not surprising, then, that the 
financial services industry 1s one of the heaviest users of 
computer modeling to support decisions 

In follow-up research, Kayande et al (2009) explore 
ways to bridge the gap between the decision model and 
users’ mental models Exhibit 7 shows that there might be a 
gap between the manager’s mental model and reality (Gap 
3) and between the mental model and the marketing deci- 
sion model (MDSS, Gap 1) They show that a key reason 
for the lack of positive reactions to even an objectively 
good marketing decision model (small Gap 2) 1s that the 
model is often not designed to help users understand and 
internalize the underlying factors driving the model results 
and related recommendations (mechanisms to reduce Gap 
1) Thus, the model not only must be objectively good 


EXHIBIT 7 
The Effect of Gaps Between Mental Model, DSS 
Model, and True Model 
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(small Gap 2) but also must be designed and 1mplemented 
in such a way that that Gap 1 1s reduced To reduce Gap 1, 
Kayande et al show that a good model must provide feed- 
back on upside potential (how much better could we do 
with a better mental model?) as well as feedback on why 
and how to change (1e , specific guidance on the prescrip- 
tion for change and associated reasoning) 

Exhibit 8 outlines our vision (a continuation of the work 
reported 1n Kayande et al 2009) for a program of research 
designed to understand the adoption and use of marketing 
models embedded 1n DSS That research program has four 
layers (1) characteristics of the model and its design, (2) 
characteristics and traits of the manager, (3) the reward, 
measurement system, and culture of the organization, and 
(4) the characteristics of the competitive environment in 
which the models are to be deployed This research pro- 
gram implicitly incorporates Rogers’s (2003) diffusion fac- 
tors but does so 1n a way that recognizes the institutional 
nature of DSS adoption That 1s a challenging program of 
research, and I invite my colleagues to participate 

There has been work on the link between market orien- 
tation (Kohli and Jaworski 1990) and related orientations, 
such as technological opportunism (Srinivasan, Lilien, and 
Rangaswamy 2002), on firm performance But there needs 
to be a careful examination of the organizational impact of 
marketing decision models or marketing analytics on firm 
performance Is there such a thing as a marketing analytics 
onentation? İs the resource-based view (Wernerfelt 1984) 
an appropriate framework to adapt for such a conceptualiza- 
tion? What about the knowledge-based view (Grant 1996)? 

Roberts, Kayande, and Stremersch (2009) conduct 
research on impactful papers and provide anecdotal evi- 
dence for why these papers (and associated models) have 
had the academic and managenal impact that they have 


EXHIBIT 8 
Vision of a Research Program Addresses the 
Interconnected Factors Affected the 
Implementation and Success of Marketing 
Decision Models 
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However, as the authors themselves admit, their research 
raises more questions than it answers about actual and 
potential impact, providing further research opportunities 
They also provide an insightful discussion of the role of 
intermediaries Research into the system of relationships 
that emerge ın the academic—intermediary—practitioner triad 
1s most welcome 

There 1s relatively little research 1n our top (marketing) 
journals or at our professional conferences on the personal, 
organizational, and environmental forces that affect the use 
and implementation of marketing decision models Many of 
my colleagues have suggested that such work 1s not “mar- 
keting " I urge my colleagues to consider that 1f we believe 
our own rhetoric about the need for interdisciplinary/cross- 
disciplinary work 1n business (after all, what business prob- 
lem 1n marketing does not affect production or the supply 
chain or have an IT component and financial and human 
resources implications”), then we should to be proactive in 
including such work in our top journals Such inclusion will 
require a cultural change, and the time for that change 1s 
overdue 


Conclusions 


I am grateful that the Journal of Marketing editor, Ajay 
Kohli, provided me with this opportunity to address an 
issue I feel deeply about I hope I do not seem too negative, 
indeed, there have been many documented successes over 
the years Perhaps the most dramatic are the ones we cannot 
see—the automated marketing decision models For exam- 
ple, as Jeff Bezos (see Kirby and Stewart 2007) points out, 
at Amazon com, when people have a campaign or a conjec- 
ture that they want to test (a new model of customer 
response), the company evaluates 1t ın a test-control envı- 
ronment and determines its return on investment If it 1s 
profitable, the model becomes a new way of doing busi- 
ness The revenue management systems that began in the 
airlines industry and have spread throughout the service 
sector provide similar invisible implementation stories 

J am more concerned about the opportunity cost of the 
more visible application opportunities — the marketing deci- 
sion modeling opportunities we have missed The mismatch 
between the academic reward system and real managerial 
impact of marketing decision models 1s a deep and continu- 
ing problem, the silo-based nature of our profession, both 1n 
our academic reward system and in the classroom, needs to 
be carefully rethought As academics, we need to partner 
more closely and creatively with intermediaries to see our 
creative accomplishments implemented and have the 
impact that we aspire to for them 

We have built many better mousetraps, but customers 
are not beating a path to our door We have forgotten that 
building mousetraps 1s what engineers do, marketers (real 
ones) try to understand and satisfy real needs, develop solu- 
tions for those needs, and communicate the value of solu- 
tions to the customers whose needs they have attempted to 
address If we can get mousetrap builders, customers, and 
intermediaries better connected, all will benefit It will take 
work, culture change, and a lot of reflexive thinking But 
that ıs what marketing 1s all about, isn’t 1t? 


Appendix 


some Published Examples of the 
Value on Marketing Decision 
Models 


Lodish et al. (1988) 


Syntex Laboratories was concerned about the productivity 
of its sales force In particular, managers were unsure 
whether the size of the sales force was nght for the job it 
had to do and whether the firm was allocating its sales force 
effort to the most profitable products and market segments 
The company used judgmentally calibrated market response 
models and a resource allocation optimization tool to evalu- 
ate the current performance of tts sales force and to develop 
sales force deployment strategies that were 1n line with its 
long-term growth plans This modeling approach resulted 1n 
more than $25 million ın profit above original plan 


Wind et al. (1989) 


Marriott Corporation was running out of good downtown 
locations for new full-service hotels To maintain its 
growth, Marriott’s management planned to locate hotels 
outside the downtown area that would appeal to both busi- 
ness travelers and weekend leisure travelers The company 
used conjoint analysis as the core of their program to design 
and launch the highly successful Courtyard by Marriott 
chain, establishing a multibillion dollar business and creat- 
ing a new product category 


Gensch, Aversa, and Moore (1990) 


ABB Electric, a manufacturer and distributor of power- 
generation equipment, wanted to increase 1ts sales and market 
share ın an industry that was facing a projected 50% drop ın 
demand By carefully analyzing and tracking customer 
preferences and actions, 1t determined which customers to 
focus 1ts marketing efforts on and what features of 1ts prod- 
ucts were most important to those customers The firm used 
choice modeling to provide ongoing support for 1ts segmen- 
tation and targeting decisions, 1ntroducing the 1dea of tar- 
geting the "switchable customer " The analysis led the firm 
to increase its market share from 4% to more than 40% over 
a period of ten years and to increase its profitability, indeed, 
this action was critical to the firm’s survival 


Smith, Leimkuhler, and Darrow (1992) 


American Airlines faced the ongoing problem of deciding 
what prices to charge for ts various classes of service on its 
numerous routes and determining how many seats on each 
scheduled flight to allocate to each class of service Selling 
too many seats at discount prices, overselling seats on a 
flight, or allowing too many seats to go empty leads to low 
revenues The airline pioneered the use of yield manage- 
ment (now known as revenue management) models to fill 
its planes with the right mix of passengers paying different 
fares and credits the approach with more than $500 million 
per year 1n incremental revenue 
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Elsner, Krafft, and Huchzermeier (2004) 


Rhenania, a medium-sized German direct mail-order com- 
pany, used a dynamic, multilevel response modeling system 
to answer the most important direct marketing questions 
when, how often, and to whom the company should mail its 
catalogs The model helped the company increase its cus- 
tomer base by more than 55% and quadrupled its profitabil- 
ity 1n the first few years after 1ts implementation 


Roberts, Nelson, and Morrison (2004) 


Telstra, the Australian telephone company, was facing the 
threat of competitive entry by a major rival, Optus, and 
sought help in developing a defensive marketing strategy 
The company developed probability flow models to provide 
a framework to generate forecasts and assess the determi- 
nants of share loss Telstra used the models to set prices 
adaptively, direct service initiatives, design advertising 
copy, and dimension the network (including financial and 
manpower planning) The model led to 1ncremental revenue 
of more than $50 mullion a year 


Zoltners and Sinha (2005) 


ZS Associates has implemented various marketing decision 
model tools to support sales territory alignment decisions, 
designing sales territories and assigning sales representa- 
tives to them for more than 500 clients representing 
500,000 sales territories 1n 39 countries ZS Associates 
reports increased revenues for those firms by more than $10 
billion and have saved 14,500 salesperson equivalents in 
travel time reduction 1n the first year of these alignment 
implementations 


Silva-Risso and lonova (2008) 


JD Power and Associates developed a promotional analy- 
sis decision model that enabled automobile manufacturers 
to improve the timing, frequency, and components of their 
promotional activity to maintain sales but reduce margin 
loss The company reports savings of approximately $2 bıl- 
hon across the auto 1ndustry, with Daimler Chrysler execu- 
tıves alone claiming annual benefits of $500 million 


Natter et al. (2008) 


Telering, a leading Austrian cell phone supplier, was severely 
threatened by competitive activities By undertaking a 
detailed segmentation analysis, Telering identified a new mar- 
ket opportunity A sophisticated perceptual mapping model 
made the resulting service innovation credible to senior 
management and overcame internal barriers to its launch 
and suggested how the product could be introduced through 
a compelling advertising campaign The new service returned 
more than $20 mullion in incremental revenue to Telering 


Kannan, Pope, and Jain (2009) 


National Academies Press was concerned about the best 
way to price and distribute multiple formats (both print and 
PDF) for its books via the Internet The company built a 
pricing model that allowed for both substitution and com- 
plementarity (customers buying both forms) and calibrated 
the model with a sophisticated choice-modeling experi- 
ment The results permitted National Academies Press to 
Jaunch its entire range of digital products with a variable 
pricing scheme, which helped the company meet its profit 
objectives and maximize the reach of the authors’ work 
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Bernard J. Jaworski 


On Managerial Relevance 


The concept of managerial relevance continues to be a significant topic for both research faculty and business 
schools alike Despite decades of debate, it is surprising that there is virtually no work on the nature of the concept 
itself Thus, the author defines the concept of managerial relevance, makes three specific observations, and 
discusses research implications for each observation The key message is that the field needs a much deeper 
understanding of the marketing roles within the firm, and research programs must be crafted to fit the needs of 
these particular roles The author calls this approach “role-relevant” managerial research With this central thesis 
in mind, he examines the role of the chief marketing officer (CMO) as an illustrative case study to identify areas of 
Inquiry that are both novel and highly managerially relevant This analysis reveals that of the seven core tasks of 
the CMO, three have been lightly investigated The author concludes with advice to both academics and 


practitioners on how to increase the role relevance of academic research 


Keywords managerial relevance, chief marketing officer, knowledge, practitioner 


managerial relevance stimulates visceral emotions 
from fans and foes alike In the extreme, 1t 1s a polariz- 
ing force that divides business school faculty on a variety of 
issues, such as faculty hiring, the evaluation of a body of 
work for promotion and tenure, the significance of a 
research contribution, and the materials used 1n core busi- 
ness curricula Moreover, it can fundamentally shape the 
career arc of a faculty member, affecting the pursuit of a 
research focus, the choice to join a particular department, or 
even the decision to leave the discipline altogether The ori- 
gin of this visceral reaction, I believe, can be traced to two 
camps within the marketing disciphne— although I presume 
these camps extend to other business school disciplines as 
well The first camp has a clear, self-ıdentıfied segment of 
scholars who believe that managerial relevance 1s the sine 
qua non of business scholarship While scientific rigor 1s 
exceptionally important and taken as a necessary condition, 
business scholars must also focus on managerial impact 
For this fan base, nothing can be more important than hav- 
ing a direct 1mpact on the thinking and actions of current 
and future managers The second camp has an equally com- 
mitted set of scholars who believe that managerial rele- 
vance need not be the centerpiece of scholarship Indeed, 
many scholars ın this segment believe that a focus on mana- 
gerial relevance could significantly impair the quality of 
ideas and theory development by constraining the type, 
form, and content of scholarship 
Cuniously, this emotion occurs ın the absence of a clear 
definition and understanding of the concept itself As such, 
the concept of managerial relevance operates 1n practice as 


I ike Roe v Wade, Bill Clinton, and Manchester United, 
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a Rorschach test, everyone seems to have an 1dea of what 1t 
means when they see it, but 1t 1s a highly personal interpre- 
tation There 1s certainly a great deal written on the need to 
be more relevant (e g , Carraway and Clyman 1997, Das 
1993, Ghoshal 2005, Hambrick 1994, Lawler et al 1985, 
Porter and McKibben 1988), the purported limitations or 
failures of business schools (e g , Bennis and O'Toole 2005, 
Mıntzberg 2004, Tushman et al 2007), and the need to con- 
sider multiple stakeholder groups (eg, Alutto 1993, Hitt 
1998) In marketing, the concern for relevance has been 
voiced over the years (for a broad historical review, see 
Danneels and Lilien 1998), and a recent editorial has sug- 
gested that marketing 1s becoming increasingly irrelevant to 
practice (e g , Reibstein, Day, and Wind 2009) However, in 
all cases, the meaning of managerial relevance 1s simply 
assumed Perhaps most scholars believe that its meaning 1s 
obvious and, thus, not worth exploring Or the topic itself 
may not be perceived as scholarly — what can be said that 1s 
genuinely interesting, novel, and theory driven about mana- 
gerial relevance? 

This lack of precision 1s problematic in four respects 
Furst, absence of a clear definition and common meaning of 
managerial relevance allows the two aforementioned camps 
to talk past each other rather than engage 1n meaningful 
debate Second, because we lack a categorization scheme or 
typology to map the various types or categories of manage- 
rial relevance, we truly do not know how managerially rele- 
vant the collective body of marketing scholarship has been 
Third, a lack of a categorization scheme makes 1t difficult to 
identify “gaps” and “surpluses” 1n managerial thought 
Finally, lack of a solid baseline discussion and framework 
makes ıt difficult for scholars to push the envelope on their 
thinking about the topic This article aims to define and 
clarify managerial relevance and act as a catalyst for debate, 
disagreement, and future scholarship 

Although a host of marketing and business scholars 
could craft an article on this topic, I believe that I bring a 
unique perspective The first 13 years of my career fol- 
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lowed a traditional academic path, culminating ın a Full 
Professor position at University of Southern California 
While teaching and service were important, my career 
advancement was based primarily on my record of publish- 
ing and citations in top-tier, peer-reviewed journals For the 
past 10 years, I was a full-time senior partner of Monitor 
Group, a global management consulting firm During this 
period, I spent most of my time advising senior marketing 
executives across a variety of industries Recently, I joined 
IMD to serve and build 1ts North American client base In 
the William Foote Whyte tradition of Street Corner Society, 
I have been very fortunate to not simply observe semor 
executives but also to participate in their lives through 
work-centered, data-ıntensıve dialogue on a range of topics 
including marketing strategy, organization, and leadership 
Most of my work at Monitor involved multiyear, large-scale 
transformations of marketing organizations—modifying 
processes, structures, orientation, and rewards I fully rec- 
ognize that living 1n both the academic and the practitioner 
worlds does not by itself guarantee insight, however, my 
experience affords a level of deep exposure to both worlds 
that would not have been possible had I spent life solely 1n 
academia or practice 

The purpose of this article 1s to explore the concept of 
managerial relevance I begin by providing a definition and 
make three observations about the concept A central obser- 
vation 1$ that a key to making a managerial 1mpact 1s to 
thoroughly understand a particular role 1n the organization 
and select a specific "route to ımpact” for that particular 
executive I term this concept “role-relevant research,” 1n 
sharp contrast to the widely used term “managerial research,” 
which often appears to assume that there 1s a generic group 
of managers “out there” who should be able to apply study 
findings within their organization That 1s, what 1s relevant 
to a chief marketing officer (CMO) 1s not likely to be as 
relevant to a first-line marketing researcher or a brand 
manager Moreover, on the basis of my ten years of advi- 
sory work, I firmly believe that we have only superficial, 
outdated knowledge of marketing roles and positions within 
firms With this baseline view, I then go on to explore lit- 
erature gaps with respect to the CMO role In particular, I 
articulate the seven core tasks necessary to perform the 
CMO role It is essential to document this set of tasks 
because relevance must be assessed relative to the specific 
tasks of a given position This section also reveals that there 
are significant gaps in our knowledge that would be rele- 
vant to the CMO I conclude with a discussion of the role 
that both academics and managers can play in increasing 
role-relevant marketing knowledge production in the prac- 
tice of management 


Managerial Relevance: Definition 
and Observations 


Managerial relevance 1s defined as the degree to which a 
specific manager ın an organization perceives academic 
knowledge to aid his or her job-related thoughts or actions 
in the pursuit of organizational goals Academic knowledge, 
in this context, 1s broad and includes concepts, theories, 
frameworks, empirical findings, models, measurement 
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Instruments, and decision support tools In the following 
discussion, I make three specific observations about the 
definition and discuss the implications for research 1n mar- 
keting (see Table 1) 


Observation 1 


Observation 1 Managerial relevance 1s an assessment by a 
specific manager 1n a particular role 


Research implications The first implication of Obser- 
vation 1 1s that relevance 1s a perceptual measure that must 
be judged by managers, not "organizations" in general 
Organizations themselves cannot act on information 
Rather, ıt is the manager ın the organization who 1s the 
recipient of the knowledge and who chooses to act (or not 
act) on the information In turn, managers’ decisions have 
an impact on the performance of the organization More 
specifically, new knowledge 1s evaluated differently by 
each position within and across organizational hierarchies 
Knowledge rated as highly relevant by a CMO may be rated 
low by a brand manager Furthermore, this perception of 
relevance 1s likely to vary based on the pressures con- 
fronting a particular position at a particular point in time 
Thus, in the late 1990s, CMOs may have been preoccupied 
with the emergence of online media, today, CMOs may be 
more concerned about profitable growth under challenging 
economic circumstances Indeed, what 1s perceived as 
highly relevant by one CMO at a particular firm or point in 
time may be perceived as irrelevant by another CMO 

The CMO at one of my medical device clients felt that a 
key aspect of the company’s new market-planning process 
must focus on the creation of new opportunities based on 
unmet customer needs Thus, our firm built a particular set 
of unmet-needs analysis tools into the market-planning 
process At another noncompeting medical device organiza- 
tion, the CMO felt the focus should be on growth 1n exist- 
ing markets Here, breakthrough 1nnovation was not part of 
the firm's standard market-planning process My sense 1s 
that the CMO 1n the first medical device company would 
have enjoyed hearing about the details of Chandy and Tel- 
lis's (2000) findings because this research paper would 
affect his thinking on radical innovation. In contrast, the 
second CMO 1n the same industry would likely have found 
this set of knowledge significantly less relevant to his cir- 
cumstance As such, researchers need to be sensitive to, and 
on the lookout for, these types of firm- or industry-specific 
contextual variables (e g , strongly held assumptions above 
growth opportunities, industry norms) that shape judgments 
of relevance 

Second, we need to know much more about the roles of 
various marketers ın their organizations In my view, we 
have only a superficial understanding of marketing roles 
within firms My perception 1s that our literature and text- 
books are biased heavily toward a function-centered role 
perspective and have not keep pace with (1) the role of mar- 
keters 1n the broader enterprise and (2) the increasing gen- 
eral management, operations, and leadership responsibili- 
ties of senior marketers My recommendation ıs that 
marketing academics who want to pursue managerially 


TABLE 1 
Observations, Implications, and Recommendations 


Observation implication 
Managerial relevance 1 Relevance is a perceptual 
Is an assessment measure that must be judged by 
by a manager ina each position within and across 
particular role organization hierarchies 


2 We need to know more about the 
roles that various marketers hold 
In organizations 


3 Managers assign judgments of 
relevance according to the degree 
to which the research is related to 
decisions tied to his or her job 
tasks 


4 Craft communication content and 
format to meet managerial need 


There are multiple 1 Examine triggers that may 
categories of influence recall and use in the 
managerial future 
relevance 


2 Need to understand "routes to 
Impact " 


3 Need to understand how 
managers evaluate knowledge 


relevance in each category 
Managers consume 1 Certain types of knowledge map 
many types of to particular organizational roles 
managertal 
knowledge 


2 Managers have different 
knowledge needs that are 
contextually triggered 


3 Information has "spot-market" 
Impact Concepts have a 
long-lasting impact 


1 
2 


Illustrative Research Recommendations 


Focus on the manager, not organizations in general 
Focus research on contextual variables, such as 
industry norms and competitive dynamics, that can 
increase the perceptions of managerial relevance 


Immerse research programs in the world or particular man- 
agers In particular organizations Address their needs and 
then look for generalization 

Craft recommendations to specific positions in the firm 


1 Identify core job tasks Analyze surpluses and 


2 


deficiencies of marketing knowledge per tasks Be open to 
discovery of "new-to-world" tasks 

Build research programs based on most important Job 
tasks and decisions 


On content, linkages among concepts are necessary but 
not sufficient Describe specific actions to be taken by 
specific managers 

Peer-reviewed journals are for academics For managers, 
publish briefs in everyday language that can easily be 
found online 


Identify how the needs of senior marketing executives 
evolve over career stages 

Identify when a particular type of marketing knowledge Is 
most relevant for decision making and/or "perspective " 


Identify various major routes to impact and associated 
barriers and drivers of relevance 

Determine events, developments, or crises that stimulate a 
particular route of impact 


What are the criteria used by managers to assess 
relevance across the cells? 

Are actionability, importance, and meaningfulness the best 
criteria to assess "present, action" relevance? 


Develop typology of knowledge type by marketing position 
to understand degree of relevance for each position 

Are tools more useful for junior practitioners and concepts 
more useful for senior practitioners? 


Understand how context shapes dominance of one 
knowledge type versus an alternative knowledge type 
When does a manager search for conceptual vs 
information vs tool guidance? 


Is your purpose to influence short-term, one-off decisions 
of managers or to influence their worldview of marketing? 
Focus on simple ideas that provide an umbrella for a family 
of concepts (e g , built to last, value chain) 


604.4..4.4.4.. .... aaalllt 


relevant research should immerse themselves ın the world 
of particular managers (e g , CMOs) ın particular industries 
(eg, technology) Here, the focus should be on the rele- 
vance for these managers first, then, the researcher can look 
for generalizations that apply across manager types and 
1ndustries 

As a result of deep exposure—through multiple 
research projects, reading trade literature, attending or pre- 
senting at trade conferences, and reading speeches or 1nter- 
views by a class of managers ın a specific industry — 
researchers can obtain a good feel for the manager's 
perspective This field-based knowledge of the manager's 


perspective will often serve as a reasonable proxy for the 
manager's actual perception of relevance 

Third, and building on the second point, I believe that 
managers assign judgments of relevance based on the 
degree to which the research 1s related to decisions tied to 
their core job tasks Subsequently, I assert that the job of the 
CMO can be categorized 1nto seven core tasks Thus, all 
else being equal, the degree to which the research 1s related 
to one of these core tasks 1s likely to be judged more rele- 
vant than research that 1s unrelated or only 1ndirectly related 
to their tasks For example, for a client brand manager in a 
well-regarded packaged goods firm, the role of Wal-Mart 1s 
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of paramount importance ın gaining channel access In 
sharp contrast, in one of my aguibusiness clients, the brand 
managers are constantly fighting commodity prices 1n direct 
channels Both of these clients are brand managers, but 
their job descriptions and role activities are very different 

To be more specific, my recommendation 1s that we 
need to spend much more time observing, recording, and 
analyzing managers’ work in their natural setting to obtain a 
richer perspective of their job tasks We should not take the 
formal job description for granted, since this description 1s 
only likely to cover the obvious job tasks, not the unwritten 
job demands In turn, we can develop our research pro- 
grams around the gaps in knowledge related to these under- 
studied tasks Certainly, executive education 1s one format 
to get close to managers, but this 1s based largely on man- 
agers’ self-reports about their tasks rather than true time and 
resource allocation studies Being at their work location— 
reviewing their time allocation to activities, watching how 
they interact with other functions of the firm, and observing 
“hall talk"—allows for observation-based insights rather 
than a reliance on self-report I am concerned that our cur- 
rent emphasis on theory-driven, quantitative work— 
whether survey, experimental, or modeling—encourages 
investigations on nuanced relationships among well-known 
variables rather than the discovery of completely new phe- 
nomena I believe that observing a “month in the life” of a 
sample of managers holding similar positions will stimulate 
the discovery of new-to-the-world marketing concepts and 
theory 

Fourth, academic research tends to be presented 1n a 
format that stresses linkages among concepts The problem 
with this approach 1s that it 1s often not actionable even for 
the thoughtful practitioner Consider, for example, the 
strong empirical evidence that the greater the market orien- 
tation, the higher the financial performance How relevant 
is this finding to, say, the CMO? At one level, the finding 
provides strong evidence that the more market centered the 
organization 1S, the higher its likely performance will be 
However, the research stream fails to tell the CMO exactly 
what he or she should do to make the organization more 
market oriented On the basis of recent research, we can 
make the recommendation to “allocate more resources to 
customer insight” or decentralize the organization to allow 
decision making to unfold at the market level, but even 
these insights are generic, superficial, and high level They 
mask the organizational and leadership realities of “getting 
it to work” 1n the organization Thus, we need to be much 
more prescriptive and action oriented at the level of the spe- 
cific manager 

Finally, let’s stop kidding ourselves about the role of 
peer-reviewed marketing journals Their target audience 1s 
academics The writing style, citations, structure, and 
vocabulary are all meant for a highly specialized, trained 
group of professionals Certainly, there 1s a small popula- 
tion of highly specialized market researchers or modelers 
who may find some of this work directly related to their 
everyday jobs, but the purpose of the journals 1s to create a 
forum for academics So, asking managers to “rate a journal 
article” on its degree of managerial relevance misses the 
point of the journal entirely In addition, asking managers to 
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"read a journal article for an executive education class" to 
extract the nugget of wisdom 1s exceptionally inefficient 
and disrespectful of the manager's time Instead, we also 
need to present our core knowledge 1n easy-to-digest, easy- 
to-comprehend, and easy-to-find (online) formats that can 
be quickly processed by the time-pressured manager In this 
best of all worlds, these are integrative summaries of a body 
of work versus single-study results (see DeNısı 2010) 


Observation 2 


Observation 2 There are multiple categories of managerial 
relevance The categories can be classified according to the 
outcome that 1s being sought The outcome can be classified 1n 
terms of timing of impact (present vs future) and nature of 
impact (thought vs action) 


Managerial relevance 1s broader and more nuanced than 
previously articulated One class of relevance ıs for ımme- 
diate action At the other extreme is a set of 1deas that has 
the potential to affect deeper thinking 1n the future Equally 
important, certain pieces of marketing knowledge may trig- 
ger deep thought but no 1mmediate action. As such, my first 
point, which I elaborate in greater detail subsequently, 1s 
that it 1s more appropriate to think of classes or categories 
of managerial or role-relevant knowledge than to narrowly 
focus on present, action-oriented knowledge 

As Figure 1 shows, managerially relevant knowledge 
can be classified into four cells The first axis pertains to the 
timing of the impact, which can be in the present or 1n the 
future The second axis pertains to the nature of the 
ımpact—that ıs, whether it is thinking or acting Focusing 
exclusively on present action underrepresents the impact on 
the individual manager My impression 1s that commenta- 
tors on managerial impact often focus on the short-term 
impact on managers’ actions (1e , Cell 1) In the best of all 
worlds, controlled, clinical studies, such as those featured 1n 
the New England Journal of Medicine that demonstrate the 
clear efficacy of Drug A over Drug B, are prototypic of Cell 
I relevance Almost immediately, practicing physicians act 


FIGURE 1 
Managerial Relevance 





Future 


Timing of Impact 


Present 





Action Thinking 


Nature of Impact 
ee OO 


to change their prescribing behavior to Drug A In this case, 
there ıs a clear, short-term, measurable link between 
research and the practice of medicine While we rarely 
engage ın such highly controlled studies ın a for-profit set- 
ting (eg, a marketing academic works with a firm to 
design a study 1n which sales representatives in District A 
receive “reward treatment x” and sales representatives in 
District B receive “reward treatment y"), I believe we can 
readily identify work in marketing that can be classified as 
Cell 1 research 

Cell 1 captures these direct, easily traceable impacts on 
practice A good illustration would be the organizationwide 
adoption of a standard measurement scale, such as the 
National Customer Satisfaction Index (Fornell 1992) or the 
SERVQUAL (Parasuraman, Zeithaml, and Berry 1988) 
instrument In these instances, we would be able to observe 
adoption patterns and track the impact of these adoptions on 
key output metrics (e g , increases ın the level of customer 
satisfaction in year-over-year studies) 

Cell 2 focuses on a particular manager’s short-term 
thinking If asked, the manager would note that the knowl- 
edge either reinforced or reshaped his or her mind-set The 
best knowledge either provides data to support immediate 
choices or challenges strongly held beliefs about a topic, 
provides a completely different view, or provides a “left- 
field” surprise The key 1s not simply the thinking, it also 
includes the notion that, at some point, the knowledge will 
likely be put to action Oliver’s (1999) thought piece on the 
limits of customer satisfaction and loyalty —in particular, 
the notion that loyalty may not be achieved as a reasonable 
goal for many service providers because of the nature of the 
product category or consumer disinterest—is a clear exam- 
ple of an idea that can immediately affect a brand 
manager's perspective 

Cell 3 centers on action ın the future A classıc example 
of this situation 1s when a manager puts contingency plans 
in place for future events or outcomes The notion 1s that 
when early signals suggest a change, the manager and team 
will shift their actions, adjusting plans or go-to-market 
strategies At the heart of Monitor's client work with sce- 
naros 1s the process of getting the senior management team 
to identify the critical uncertainties of the future, to con- 
struct scenarios for various alternative end states, and to 
prepare to take steps 1n the event that “early signals" sug- 
gest that one scenario will emerge Action 1s clearly 
expected to take place 1n the future, but events need to play 
out 1n a particular way before a specific action 1s taken In 
marketing, simulation models are frequently developed 
with alternative actions built into the plans rather than 
depending on how the market unfolds Cooper's (2000) 
approach to strategic marketing planning 1s one such exam- 
ple His approach to the construction of market plans for 
radically new products 1s designed to "update" as various 
events unfold 

Cell 4 focuses on the manager’s thinking ın the future 
Upon initial exposure, the notion 1s that the manager may 
find the 1dea 1nteresting but does not have a readily avail- 
able situation/context to apply the insight The knowledge 
may also be only one piece of a larger puzzle, so 1t cannot 
be acted on until the other pieces are revealed Alterna- 


tively, the knowledge may require some “buildup” of addı- 
tional evidence to finally reach a threshold for action Thus, 
the notion 1s that the manager is initially exposed to the 
1dea, but the timing, the lack of complete understanding, or 
simply the lack of immediate applicability impedes its use 
As a result, the information is stored 1n memory until cer- 
tain marketplace issues stimulate its retrieval For tradition- 
bound, risk-averse firms, emergent research on social media, 
brand communities (McAlexander, Schouten, and Koenig 
2002), or new media advertising (e g , Manchanda et al 
2007) may need to accumulate over time to eventually 
reach a “tipping point” for managerial response 


Research implications There are three basic research 
implications of this framework First, we should begin to 
examine "triggers" that may influence recall 1n the future 
One can imagine both external triggers that create funda- 
mental shifts 1n the marketplace, such as disruptive 1nnova- 
tions, and internal triggers that influence the shift from 
long-term memory to short-term salience In a client con- 
text, Monitor would frequently describe the process for 
large-scale marketing transformation, knowing that the 
CMO was only beginning the journey with one lever of 
change (eg , standardize the market-planning process) 
However, providing the overall context 1n which multiple 
levers must be changed (e g , human resources competency 
modeling for various marketing positions, the decision 
rights for the marketing organization) 1n a sense creates a 
readiness on the part of the CMO to want to "re-hear" our 
point of view a year or two 1n the future A key question 
then for this cell 1s, How likely 1s it that a set of findings or 
ideas will be useful to reflect on in the future? That said, 
there are inevitable surprises that can also trigger recall 

As Table 1 shows, there are two academic research 
questions that immediately follow from the notion of trig- 
gers that stimulate the need/demand for new information 
First, ıt 1s likely that promotions to new positions are key 
triggers that guide the search for new information As the 
brand manager moves into a position of general manage- 
ment for a family of brands, the demands for understanding 
intraorganizational dynamics, resource trade-offs among 
the portfolio of products, and “famıly-of-brands” equity 
increase So, what are the information needs of managers as 
they transition to new positions? Second, managers may be 
confronting a pressing issue (eg, Does the manager 
increase price ın response to a competitor’s price increase’) 
or a constant threat (e g , How does the manager compete 
with low-cost players?) that require different information 
needs This raises the question whether different types of 
knowledge are the tnggers for present action (e g , research 
findings) versus future thinking (e g , theory) 

Second, there are multiple pathways to affect managers 
At the end of the day, impact will be about action in the 
present The question then 1s, What are the alternative 
routes to 1mpact? I posit at least three routes First, the most 
obvious pathway 1s when present thinking (Cell 2) leads to 
present action (Cell 1) One can read a Marketing Science 
Institute summary and immediately take action The second 
1s when an event, development, or crisis stimulates the 
retrieval of relevant knowledge (e g , contingency plan 1s 
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triggered) for immediate use For example, in the late 
1990s, Morgan Stanley developed a very specific plan for 
Y2K that focused on how to conduct trading activities in 
the event of systemwide computer inoperability While the 
Y2K problem was largely avoided at Morgan Stanley, the 
September 11 attack triggered the firm to implement the 
“off-the-shelf? Y2K emergency plan In this sense, the path 
traveled very quickly from Cell 4 to Cell 1 Third, ıt may be 
the case that the information 1s further refined and dis- 
cussed Thus, the route 1s Cell 4 to Cell 2 to Cell 1 In par- 
ticular, this is the "missing-puzzle-piece" route In effect, 
this scenario would emerge if the last piece of a puzzle trig- 
gered immediate thinking, quickly followed by action So, 
researchers who are concerned about managerial relevance 
should be looking to identify the primary routes and the 
conditions that stimulate a particular route to increase the 
probability that their research will travel that route 

Third, we need to obtain a richer understanding of how 
managers evaluate knowledge relevance ın each of these 
four quadrants I believe that the managerial needs shape 
criteria that managers employ Thus, if the executive 1s 
searching for help to inform an immediate decision, he or 
She 1s likely to evaluate the actionability of knowledge as 
particularly important In contrast, 1f the decision 1s not 
urgent—but 1s important for the strategy of the marketing 
group—then the quality of the reasoning and the associated 
set of compelling examples may be more important So, in 
effect, if the manager is focused on a short-term pressing 
issue, one set of criteria may be employed to judge research 
relevance, whereas 1f the need 1s to stimulate thinking ın the 
short run, a different set of criteria applies 

With this logic ın mind, I propose three criteria to judge 
managerial relevance quality in Cell 1 (present/action) 
actionability, importance, and meaningfulness Actionabil- 
ity means that the insight 1s specific enough to direct behav- 
Jor or choice (e g , whether to enter China) Importance 1s 
the degree of nsk/reward that 1s at stake for the manager 
and firm Meaningfulness 1s the degree to which the insight 
provides (at a minimum) short-term competitive advantage 
The notion here 1s that there may be highly actionable find- 
ings (e g , Do we employ 1n-store point-of-purchase adver- 
tising?) that are not necessarily highly strategic or meaning- 
ful, in the sense that they are unlikely to sustain competitive 
advantage Importance 1s about the overall reward or reve- 
nue that 1s at risk ın a particular decision It 1s possible to 
observe situations 1n which there 1s a fair amount of money 
at risk but the key 1ssue 1s not strategic 1n nature (e g , when 
allocating equivalent funds for advertising to maintain par- 
ity 1n marketing communications) 

For "future thinking" (Cell 4), recall that the manager has 
initial exposure to the 1dea but does not act Instead, the 1dea 1s 
stored away such that 1t has the possibility of being triggered 
at a later point The key 1ssue here 1s the encoding strength of 
the 1nformation at the time of exposure All else being equal, 
for the senior marketing executive, encoding 1s stronger 
(and retrieval more likely) when the marketing knowledge 
directly affects a strongly held mind-set/perspective of the 
executive either with supporting data or, more likely, when 
it (1) challenges strong held assumptions, (2) has the poten- 
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tial to 1mpact significant resource allocation, or (3) has the 
potential to 1mpact sustainable competitive advantage. 

In summary, Observation 2 recognizes that we need to 
move beyond "short-term action" as the only basis to judge 
managerial or role relevance Managers have a variety of 
information needs depending on the timing of their deci- 
sions and the nature of the 1mpact sought A deep investiga- 
tion of managerial relevance would not simply look for 
gaps 1n knowledge relative to organization positions (obser- 
vation 1) but would also consider the “routes to 1mpact" to 
fully maximize the research relevance 


Observation 3 


Observation 3 Managers consume many types of marketing 
knowledge 


The purpose of this section 1s to briefly describe the various 
types of academic knowledge and propose three specific 
implications for research on managerial relevance (for a 
similar, but broader, typology, see MacInnis's [2011] article 
that appears 1n this issue [specifically, the “Entities Around 
Which Conceptual Advances Can Occur” section] While 
there are many definitions of knowledge, I define academic 
knowledge as any form of information produced (e g , spe- 
cific research finding, conceptual framework, mathematical 
model) by an academic community I describe three broad 
categories of marketing knowledge, as well as eight specific 


types 


Empirical findings Empirical findings are defined as 
aggregated data (e g , coffee sales at supermarkets), results 
(e g , benchmarking study, 1ndustry report), or study find- 
ings (e g , Does in-store marketing work?) that may (or may 
not) have been processed into higher-order insights or rec- 
ommendations While aggregated industry reports are not 
typically produced in academia, these data and information 
sources could be part of a research institute, center of excel- 
lence at a business school, or a marketing department 


Conceptual research concepts, frameworks, and theory 
Concepts are defined as ideas that are generalized from par- 
ticular instances to form the basic building blocks of theory 
Good examples of marketing-specific concepts are brand 
equity, market orientation, brand communities, and indus- 
trial buyer center Concepts often emerge from new ideas 
that are rough 1n form and not clearly defined (either alone 
or relative to other concepts) The introduction of a new 
concept (e g , brand communities) has the potential to affect 
the CMO by (1) reinforcing prior beliefs, (2) challenging 
strongly held assumptions, (3) stimulating interest to learn 
more, or (4) implementing the adoption of the new concept 

Frameworks are approaches to organize and summarize 
research findings or concepts into more manageable, parsi- 
monious chunks Stages of the industrial buying process, 
Porter's (1980) five forces, the hierarchy of effects, and 
Miles and Snow's (1978) typology are all good examples of 
these Each 1s derived from observations of practice (eg , 
industrial buyer behavior), a comprehensive review and 
integration of the literature (e g , Porter's five forces), or the 
creative blending of convergent/divergent literatures into a 
coherent whole (e g , Howard and Sheth’s [1969] model) 


The purpose 1s to provide a clear, simplified perspective to 
illuminate what 1s known and not known 

Theory has been defined as a well-substantiated expla- 
nation of some aspect of the natural world that 1s based on a 
body of facts that are often confirmed through observations 
and experiments Agency theory, transaction cost econom- 
ics, and prospect theory are well-regarded examples of 
theories applied 1n a marketing context The purpose 1s to 
provide clarity about the relationship among variables that 
1s both stable and generalizable 


Tools processes, measurement instruments, methods, 
and models Tools enable practitioners to more consistently 
and formally implement ideas, concepts, frameworks, and 
theory Perhaps the best example 1s when a measurement 
instrument (e g , SERVQUAL) follows from fieldwork and 
the building of a sound conceptual framework However, 
tools may also represent organizational processes For 
example, to 1mplement Porter's five forces, one would want 
to know the multistep approach or process to be followed 
The process 1n this sense 1s the field guide or owner's man- 
ual on how to do a particular task in a work setting For 
example, most firms have a common brand- or product- 
planning process that enables all marketers in the organiza- 
tion to follow the same approach Finally, 1f the theory 1s 
well developed and defined, it 1s possible to model that 
behavior or phenomenon (eg, diffusion of innovation 
theory and associated models) In what follows, I discuss 
four types of tools processes, measurement instruments, 
methods, and models 

As commonly understood 1n practice, a process 1s a spe- 
cific way for a manager to complete a particular work task 
For example, a firm may have its standard approach or 
process for segmenting markets Often, this 1s expressed as 
a multistep activity complete with templates and instruc- 
tions A good example 1s the standardization of the brand- 
planning process in life sciences firms This standard 
process includes specific advice, wisdom, rules of thumb, 
and examples Some firms call these “methods” or 
“approaches,” while others refer to them as “applications í 
The key point ıs that ıt 1s a standard approach to doing the 
work 

Measurement instruments are “diagnostics” that ıllus- 
trate potential gaps in the performance of activities that 
matter within the firm For a banking organization, 
SERVQUAL can be a key tool to guide the codification and 
specification of service activities for frontline employees 
Measurement instruments are always based on prior con- 
ceptual work When done rigorously, the researcher follows 
conventional research methods to development, test, refine, 
and finalize the instrument 

Methods are most associated with marketing research 
For example, there are qualitative and quantitative methods 
They represent a codified approach to solving a particular 
problem (e g survey research) A research method 1s a well- 
defined subset of the broader organizational processes 

Models also have an established approach, but they 
typically have a higher standard of quantitative input and 
associated mathematical rigor Lillien (2011 [in this issue]) 
defines marketing decision modeling as a systematic 


approach to harness data and knowledge to drive marketing 
decision making and implementation through a technology- 
enabled and model-supported interactive decision process 
Moreover, Lilien notes that when human judgment or inter- 
action 1s not involved, it can be categorized as automated 
marketing decision modeling I recognize that there are 
many types of models, including those that blend judgment 
and those automated, however, as a class, they represent a 
set of analytics or decision support tools that are intended to 
systematize a process to aid decision making 


Research implications Three research implications fol- 
low from Observation 3 and the description of knowledge 
types First, certain types of knowledge “map” to particular 
organizational roles For example, concepts such as market 
orientation, brand equity, and customer lifetime value are 
likely to be more relevant to senior-level marketing and 
general management practitioners because these concepts 
are fundamental to their charter Conversely, very specific 
tools (e g , market research methods, quantitative models) 
may be more applicable to positions whose scope of 
responsibility 1s technically oriented. The research agenda 
question that stems from this line of thinking 1s, How does 
the typology of knowledge map onto the various marketing 
positions within the firm? More specifically, one could 
examine whether tools, for example, are more useful for 
junior practitioners and whether concepts are most relevant 
to senior practitioners 

Second, managers have different knowledge needs that 
are contextually triggered These knowledge types map 
onto different context-dependent needs To illustrate, a 
CMO client at a high-tech company was fundamentally 
concerned about the right allocation of marketing dollars 
across a host of media vehicles He was looking to find the 
optimal mix given his 1ndustry and environmental context 
Here, specific findings, or even an optimization model, 
would have been particularly helpful At a biotech firm, the 
management team was interested 1n finding ways to “play 
the game differently” around a product launch relative to 
the traditional approach of flooding the market with pharma- 
ceutical sales reps In this situation, Monitor’s work on “dri- 
ving markets” (the concept and framework) allowed these 
managers to see the world differently and break out of the 
traditional go-to-market assumptions This leads to the ques- 
tion of when a manager or team should search for conceptual 
guidance versus “answer-oriented” information or tools 

Third, I believe that concepts have a longer-lasting 
impact than other knowledge types That 1s, the more 
actionable the knowledge 1n the short run, the greater 1s its 
half-life Information about how to enter the Chinese mar- 
ket today will be less useful as time passes and environ- 
ments change In a sense, research findings are frequently 
historically bounded Moreover, these findings are often 
related to a single decision, one that may be made only once 
or a few times 1n a career Thus, I believe that concepts or 
interrelationships among concepts that challenge the con- 
ventional view are the most influential knowledge for 
senior managers—not immediate, spot market findings The 
notion 1s that concepts can be reused many times and often 
form an orientation or philosophy about how to approach an 
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issue, challenge, or job task Finally, every practitioner has 
a set of tools in his or her workbench, well-wrought tools 
are adopted quickly because they enable the organization to 
standardize activities and vocabulary My sense ıs that in 
the overwhelming majority of cases, the concepts precede 
the tools in development 

Thus, ın designing role-relevant research, it 1s necessary 
to figure out whether the purpose 1s to affect decision mak- 
ing today or to shape the general mind-set of the practi- 
tioner Furthermore, with respect to the mind-set approach, 
it has been my observation that the most impactful business 
concepts are those that provide a broad orientation or 
umbrella perspective under which a family of concepts 
reside This umbrella 1s not a theory but rather a point of 
view on how to think broadly about an issue Good exam- 
ples are “built to last,” “competing for the future,” “value 
chains," and "profit pools " Each of these umbrellas con- 
tams several concepts that support the point of view For 
example, in the built-to-last perspective, there are concepts 
related to leadership, visioning, and human resources The 
highest aim for academics 1s to discover new theory, but I 
would advocate identifying umbrella points of view as an 
equally worthy endeavor Indeed, these points of view may 
be a precursor to the development of a new theory 

In summary, this section can be categorized into five 
guiding questions that form the basis for developing role 
relevant research, which I summarize in Figure 2 Step 1 1s 
to identify the target manager Once an organization posi- 
tion 1s 1dentified, Step 2 1s to 1dentify the role task that will 
be the focus of the inquiry Next, it 1s necessary to identify 
the time frame (Step 3) and nature of impact (Step 4) 
Finally, the type of knowledge that will best achieve the 
desired impact can be selected (Step 5) 


Applying Observations to the CMO 
Position 


Because my first observation focuses analysis on a specific 
role, I have chosen to focus on the CMO position I selected 
this role for two reasons First, for the past ten years, I have 
been working closely with people in this role in a diverse 
set of organizations, including life sciences, agribusiness, 
high technology, and financial services These were fre- 
quently multiyear organizational transformation efforts 

Thus, I was able to observe the patterns of work behavior 
and “relative effort” applied to various tasks over a long 
period of time Second, this is a particularly interesting 
position within the firm As chief marketer, this person can 
shape the marketing philosophy, approach, and processes of 
the organization On the basis of my experience, as well as 
a review of the literature, I identified seven core tasks of the 
CMO While certain tasks are well addressed ın the litera- 
ture, other tasks have hardly been examined by marketing 
academics Thus, this step alone enables us to “see” gaps in 
marketing knowledge relative to this organizational position 


Seven Primary Tasks 


The role of the CMO can be quite varied, from a broad 
overseer of sales and marketing to one who performs a 
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FIGURE 2 
Developing a Role-Relevant Research Approach: 


Five Guiding Questions 


lilustrative Options 
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more narrowly defined, bounded set of tradıtıonal market- 
ing communication activities (Quelch and McGovern 
2004) Even with this range of executive scope, 1t 1s possi- 
ble to identify seven core tasks, which in turn can be 
broadly categorized into the three areas strategy, organiza- 
tion and implementation, and monitoring/controls To be 
clear, these may be viewed as normative tasks that represent 
the minimum set of CMO responsibilities These tasks are 
based on a review of key literature (eg , ANA & Booz 
Allen Hamilton 2004, The CMO Council Report 2007, 
Ganesan, Malter, and Webster 2004), as well as my experi- 
ence In what follows, I describe each of these tasks 


Strategy With the strategy area, the CMO engages in 
three broad tasks (1) establishing the role of marketing in 
the firm (often as a result of multiple dialogues/negotiations 
with the chief executive officer [CEO]), (2) owning the 
voice of the customer (segment) and market (not simply 
customer) intelligence more generally, and (3) overseeing 
the overall marketing strategy, including corporate market- 
ing strategy, business unit marketing, and product-/brand- 
specific marketing programs (e g , the traditional four Ps) 
While each of the three tasks may be manifested 1n unique 
Ways across organizations (e g , there may not be a corpo- 
rate marketing function, the role of marketing may be 
firmly established by previous CMO), all three tasks must 
be, at a minimum, acknowledged and made explicit by the 
CMO 


First, the CMO must establish the role of marketing 
within the firm Although conventional marketing text- 
books appear to take as a given the role of marketing within 
an organization, I have observed a wide variety of potential 
roles For example, in some cases, marketing has little 
influence on new product design, pricing, and selection of 
the distribution channel Instead, marketing activities are 
limited to marketing communications support for field sales 
reps In other firms, marketing “takes what research and 
development (R&D) produces” but can play an active role 
in the choice of segments, positioning, and marketing pro- 
gram elements (e g , pricing) Finally, in yet another set of 
firms, marketing 1s the key catalyst for ınnovatıve products 
and new market entry 

Regardless of the exact role of marketing, the CMO 
must firmly communicate the boundaries of marketing, the 
tasks of marketing, and the decision rights around various 
key marketplace choices within his or her firm In effect, 
there 1s no one right way to do marketing, however, once 
the boundary conditions are established, 1t 1s the CMO’s 
responsibility to ensure that all members of the marketing 
organization—and the organization more generally — know 
the role of the marketing function within the firm 

Second, the CMO must own the voice of the market, 
including the voice of customer segments Marketing owns 
the aggregated voice of the customer at the segment level and 
plays a role 1n the boundary-of-the-firm market intelligence 
activities (e g competitor analysis) For most business-to- 
business firms, the voice of individual customers in the 
marketplace 1s the responsibility of the individual sales rep- 
resentatives (e g , call reports) When the marketing organi- 
zation 1s credible and powerful, the organization turns to 
marketing to hear about the voice of the market As the 
most senior marketing executive, the CMO has the respon- 
sibility to ensure that the organization provides unique 
insights that can be exploited to gain competitive advan- 
tage It 1s not simply gaining new knowledge per se about 
the market, rather, 1t is about unique, asymmetric (1 e , com- 
petition does not possess 1t) knowledge that the firm can 
exploit The CMO ultimately must take responsibility for 
the quality, efficiency, and advantage-granting elements of 
this voice Surprisingly, ıt is often the case that marketing 
does not own the voice of the customer 1n the firm and 1s 
often a weak function in the corporation 

Third, the CMO 1s responsible for marketing strategy 
Marketing strategy includes the formulation of program 
goals, the choice of key segments, the development of the 
market position, and the articulation of the marketing mix 
Responsibilities include establishing a common set of pro- 
cesses and vocabulary for marketing strategy development, 
setting clear timelines for deliverables, and evaluating the 
quality of the plans This role 1s perhaps the best understood 
and most documented of the seven core tasks 


Organization and implementation. While the marketing 
literature 1n the past 15 years has begun to focus on the 
organizational issues—how marketing 1s organized (Work- 
man, Homburg, and Gruner 1998), how marketing 1s linked 
to other functions (Homburg, Workman, and Krohmer 
1999, Ruekert and Walker 1987), marketing’s role within 


the firm (eg, Moorman and Rust 1996, Webster 1989, 
1992) and the capabilities and processes needed to effec- 
tively function (Day 1994)—comparatively less research 
has focused on this area relative to the strategy and monı- 
tormg domains A significant portion of the CMO’s time (in 
my experience, more than 50%) 1s spent on organizational 
and implementation issues, such as coordinating with other 
areas of the firm (e g , reporting to executive committee, 
working cross-functionally), running the marketing organi- 
zation, and implementing transformation efforts to get the 
organization ready to compete in the future Next, I briefly 
describe these tasks 1n greater detail 

A fourth primary task of the CMO is to coordinate the 
marketing activity with other units in the firm to support the 
CEO’s agenda Clearly, the overall business strategy and 
associated “CEO agenda” provide both the direction and 
guardrails for the marketing activities This coordination 
with senior positions (or functions) may be considered the 
“upward” or “vertical” communication and coordination 
activity It is often accomplished through executive or lead- 
ership committee meetings with other C-level executives or 
through business-planning activities, such as the “long- 
range planning” process or even yearly budgeting process 
Equally important 1s the “horizontal” coordination of mar- 
keting efforts with other key functions of the firm For 
select firms, the integrating mechanism 1s often the R&D 
pipeline (or technology roadmap) committee meetings 

Fifth, the CMO runs the marketing organization That 
is, the CMO 1s responsible for establishing and reinforcing 
marketing processes, procedures, systems, capabilities, 
decision rights, and rewards to “run the marketing organiza- 
tion " Running the organization effectively requires a com- 
bination of industry knowledge, marketing “content” 
knowledge (e g , What does a good brand plan look like”), 
organizational behavior and design expertise (e g , conflict 
resolution), and financial acumen (e g , managing the profit 
and loss, making sound investments) Often, the most 
important element of this effort 1s making sure that one has 
the most competitive human resources system—namely, the 
recruitment, selection, management, and development of 
marketing talent 

Sixth, the CMO needs to identify and lead key market- 
ing transformation efforts Every CMO that I have worked 
with has identified and prioritized a small set of strategic 
initiatives that are designed to help the marketing organiza- 
tion compete as the industry and market changes For some 
organizations, these initiatives are about embedding a 
stronger brand-planning process, for others it 1s about 
strengthening the human resources bench, and for others 1t 
is about transforming from old media to new media 
Regardless of the issue, these small numbers of initiatives 
can be thought of as “change management campaigns” 
designed to better compete to changing market conditions 


Monitor and controls The seventh primary task of the 
CMO is to develop a scorecard to assess marketing perfor- 
mance and to establish return-on-investment (or free cash 
flow) metrics While financial targets tend to dominate 
these discussions, nonfinancial measures are widely 
deployed as leading indicators of progress These non- 
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financial measures are often grouped into human assets, 
operations, and customer categories 

In addition to establishing the scorecards, the CMO 
must also solidify the marketing strategy (see the third task) 
and align the organization (see the fifth task) to deliver 
against the scorecard This often entails meetings, audits, 
budget reviews, and operational review to track progress 
against desired targets Importantly, other functions of the 
firm are either consulted or part of this review cycle More- 
over, these metrics are also discussed 1n the course of coor- 
dination with other functions of the firm (see the fourth 
task) 


Summary The CMO 1s responsible for seven core tasks 
that, in turn, can be organized into strategy, organization, 
and monitor/control elements Although the extent of time 
allocated to these tasks varies by industry, organization, and 
individual preferences, all the tasks are part of the CMO’s 
overall responsibility The CMO 1s not a sole agent operat- 
ing at his or her discretion, rather, all these activities need to 
be highly coordinated with other areas of the firm and with 
the overall strategy pursued 


Knowledge Gaps 


The central thesis of this article 1s that academics must have 
a very deep, rigorous understanding of the firm roles (eg, 
the CMO role, as I have described 1n the preceding subsec- 
tion) and must craft research programs to fill the gaps 
where knowledge 1s limited or insufficient I refer to this as 
"role-relevant" managerial research To assess the impact of 


CMO-relevant research to date, I have constructed a table 
that 1dentifies the seven key tasks, the level of academic 
research to date, and illustrative research questions (see 
Table 2) Given the CMO role description, my assessment 
1s that the strategy and metrics components have received 
steady attention over the past 30 years We can argue about 
1mpact and gaps within these areas, but I believe that solid 
progress has been made However, other areas have 
received significantly less attention In light of space lımıta- 
tions, I restrict my analysis of Table 2 to the three most sig- 
nificant gaps (1e , the low scores 1n Column 2) 


Gap 1 Establishes role of marketing ın the firm 


Table 2 notes that there is an insufficient understanding 
of the role of marketing within the firm (Column 2) As a 
result, we need explore questions and issues related to this 
gap While certainly exploratory, I provide a few illustrative 
questions (Column 3) For example, in my experience, the 
majority of senior marketing executives have deeply rooted, 
strongly held “theories-in-use” about how their world 
works In effect, they have a mental model of how the mar- 
keting machine works in their organization They may 
believe strongly in building global brands, owning the 
channel, or maintaining the lowest cost structure in the 
industry Furthermore, these belief systems are based on 
years of work experience, failures and successes, interac- 
tions with other executives, and observations of innovations 
in the industry These belief systems are also formed by 
business writing or exposure to new ideas through execu- 


TABLE 2 
Establishing a Research Agenda for the Chief Marketing Officer Role 





Level of Current 


Seven Core Tasks Knowledge Illustrative Research Questions 
1 Establishes role of Low a What are the various roles for marketing in the corporation? 
marketing in the firm b Are there dominant philosophies or schools of thought for marketing? 
c How does marketing gain more power in the firm when other functions 
dominate? 
2 Owns voice of market Medium a What are the most effective tools to gain unique customer insight? 
b What ts the best approach to aggregate competitor intelligence in the 
organization? 
c How do we share the voice of the market with other functions of the firm? 
3 Responsibility for Medium-High a What are the essential ingredients of a marketing plan? 
marketing strategy b How does one embed new decision support tools? 
c What is the optimal blend of new and old media? 
4 Coordinates marketing Low a What are the most effective ways to coordinate marketing, sales, and R&D? 
with other areas of the b What are the key "operational review" metrics for coordination? 
firm c Where does the commercial system break down and how do you get it on 
track? 
5 Runs marketing Organı- Medium a What are the essential marketing capabilities to compete in the future? 
zation b How do marketing processes link to other functional processes? 
c How does talent management in marketing differ from other areas? 
6 Identifies and leads Low a What are the key success factors in leading marketing change? 
the marketing b Are there specific marketing levers that need to be managed? 
transformation effort c What is the role of the marketing leader in driving change? 
7 Establishes marketing Medium-High a İs there a balance scorecard for marketing? Does it vary by industry? 
scorecard and b What are the night measurement instruments to deploy? 


performance metrics 
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tive development Indeed, it 1s not unusual for a senior mar- 
keting executive to reference one of his or her favorite 
books, articles, concepts, or thought leaders 1n the course of 
one of Monitor’s multıyear transformations 

It 1s difficult to pinpoint the exact term to classify these 
higher-order belief systems, though three terms 1n particular 
come to mind a philosophy, school of thought, or world- 
view By analogy, if you ask a marketing academic who 
they are and what drives them, they may begin the conver- 
sation with higher-order classification (“I am a behavioral- 
ist or modeler"), then identify streams of research interest, 
and finally note the actual research papers In a senior vein, 
marketing executives have a philosophy, orientation, and 
set of priorities (some implicit, some explicit) that guide the 
core marketing decisions that are downstream (e g , seg- 
mentation, positioning, pricing) For Merck’s marketing 
organization, the idea that the “the patient always comes 
first” 1s one of several principles that guides behavior, 
choices, and resource allocation in the field While not a 
philosophy ın itself, it 1s a principle that precedes market 
planning We have largely ignored these guiding principles 
or worldviews in favor of the straightforward aspects of 
marketing analysis, planning, and control 

Another way to think about this issue 1s with respect to 
schools of thought In economics, one can follow a Keynesian 
or Chicago school, implying that there 1s a particular set of 
“general principles” or even theorems to guide a person’s 
view on how the world operates These are exceptionally 
important beliefs or orientations that structure a person’s 
downstream decisions, choices, and resource allocation To 
the best of my knowledge, there are no “schools of thought” 
or “philosophies” of marketing that represent the alternative 
“theories 1n use” of senior marketing practitioners 


Gap 2 Coordinates marketing with other areas of the firm 


Over the past 30 years, there are many examples of 
research on marketing organization (e g , Workman, Hom- 
burg, and Gruner 1998), implementation (e g , Bonoma 
1982), interrelationships with other functions (e g , Ces- 
pedes 1995, Ruekert and Walker 1987), and the role of the 
marketing function (e g , Moorman and Rust 1999) How- 
ever, collectively, this work 1s nascent This 1s not a critique 
of the particular research articles Rather, if we accept my 
armchair observation that 5096—7046 of the time the CMO 
is Working on organizational issues, and less than 1% of the 
marketing management literature focuses on the coordina- 
tion with other areas of the firm, then we can observe a 
gross “practice versus literature” trade imbalance 

Equally important, virtually all articles focus on organi- 
zational variables and do not give any in-depth attention to 
the leadership challenges that CMOs confront 1n managing 
interfunctional challenges Frequently ın high-tech compa- 
nies, marketing 1s the third weak leg of the R&D, sales, and 
marketing triad How exactly does the CMO increase the 
legitimacy of the marketing organization? For a CMO client 
of a well-regarded, strongly branded high-tech company, 
the route to gain legitimacy was through the standardization 
of the market-planning process and to attempt to “own” the 
voice of the market relative to the highly powerful R&D 
organization As it stood, R&D drove product development 


and innovation, and marketing was largely relegated to 
sales support Through a multiyear effort to standardize the 
market-planning process (including the gathering of deep, 
novel customer insights and trends), the CMO was able to 
reverse the power distribution through the introduction of 
novel customer insight and, as a result, fundamentally 
reshaped the strategy of the firm For this issue, I could 
imagine that research findings that illustrate how to build 
more legitimacy for marketing or how to shift the power 
base would be very helpful to CMOs ın the situation just 
described 


Gap 3 Identifies and leads the marketing transformation 
effort 


As I noted previously, CMOs are concerned not simply 
with the next 12-18 months but also with what it will take 
to compete ın three to five years Indeed, there 1s significant 
anxiety about how to change the organization and "get to 
the future " For some organizations, there are large-scale 
macroeconomic issues (eg , sustainability, rise of China) 
that create this fear, but for others, it 1s as simple as experi- 
encing enormous price pressures that will “commodify” 
their offerings if they do not figure out how to reposition 
some of their most profitable products 

To the best of my knowledge, the marketing literature has 
missed this issue entirely There are books on leading change 
(Kotter 1996) and creating the future (Prahalad and Hamel 
1994), yet they often focus on organizationwide transforma- 
tion on a very general level Certainly, there 1s much to learn 
from these authors However, there are marketing-specific 
levers that need to be managed 1n the change effort Indeed, 
because marketing spans boundaries between the organiza- 
tion and the marketplace, my presumption 1s that ıt ıs much 
more complicated to make the change happen for the mar- 
keting organization, because there are host of exogenous 
factors that 1nfluence 1ts evolution 

The purpose of this section has been to show how the 
three observations could be employed to surface "gaps" and 
to identify research questions to fill the gaps Again, my 
approach 1s ıllustratıve—a similar exercise could be done 
for any marketing position The key to populating Table 2 
was a great deal of exposure to the world of CMOs In the 
next section, I describe a few approaches that can facilitate 
this deep exposure 


Roles of Knowledge Providers and 
Users 


The responsibility to produce and consume role-relevant 
research 1s a joint responsibility shared by both academics 
and thoughtful practitioners While we often associate 
managerial relevance with the “production side” of this 
equation (1 e , the academic), the reality 1s that change must 
also occur on the consumption side (1e , the manager) It 1s 
comparatively easier to produce work that 1s exceptionally 
easy to consume—The One-Minute Manager, “manage- 
ment by walking around,” and Who Moved My Cheese? — 
but such work rarely possesses the necessary empirical 
foundation or tight conceptual rigor to withstand serious 
debate Thus, the thoughtful manager has a responsibility to 
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be, well, thoughtful That 1s, to challenge him- or herself 
intellectually by reading more substantial, theory-based 
Work (e g , Ariely 2008, Cialdini 2001) and to build a per- 
sonal network of thought leaders and publications to test 
and stretch his or her mind-set Moreover, managers need to 
make their role more clearly understood by the academic 
world In the following subsections, I begin with the role of 
the academic and conclude with 1mplications for managers 
That said, the recommendations for each audience 1s based 
on a similar process spending time to learn, engaging in 
two-way communication to build the relationship, and 
finally presenting (or consuming) research 


Knowledge Providers: Academics 


There are several essential steps for building a program- 
matic, managerially centered research stream (1) spending 
a significant amount of time 1n the world of the target prac- 
titioner, (2) reflecting broadly and from multiple vantage 
points about that world, (3) engaging in two-way interac- 
tions within their world, be 1t face-to-face, through blogs, or 
with other forms of two-way communication, and (4) 
"pretesting" 1deas with practitioners 

I begin by discussing "what I don't mean" — namely, 
doing research that entails reading a significant amount of 
literature, forming some initial hypotheses, talking with a 
handful practitioners, field-testing the questionnaire, collect- 
ing the data, and analyzing the data The problem with this 
approach 1s that 1t feigns a level of insight into the phenom- 
ena Consider the reverse If a thoughtful manager conducts 
multiple interviews with academics about “publishing” in 
the top journals, would he or she leave with a deep under- 
standing of the process of publishing 1n top-tier academic 
journals? If the answer 1s yes, the good news 1s that this 
reduces the standard marketing PhD program from five 
years to a little more than a few weeks So, what can we do 
to connect more intimately with the actions and minds of 
marketing practitioners? 


Spending time I am not sure I agree with Malcolm 
Gladwell's (2008) observation that 1t takes 10,000 hours to 
develop expertise, but let's say that he 1s 1n the ballpark So, 
assume that the typical managerially oriented academic 
spends 30 days a year in the executive classroom, 10 days a 
year conducting depth interviews, and another 10 days in 
conversations with thoughtful practitioners This means that 
50 days x 8 hours, or 400 hours per year, 1s spent 1n the 
managerial world So, assuming 25 years of effort, one can 
pass the expert bar when one 1s ready for retirement My 
point 1s that running executive education sessions and talk- 
ing with executives does increase level of expertise—but 
let’s not overestimate our level of understanding So, the 
key point is to ask yourself, How much time would the 
practitioner need to spend with you to understand the world 
of top-tier, peer-viewed publishing? And hold yourself to a 
similar standard 


Multiple vantage points Each manager has a biased and 
unique perspective on his or her own world In effect, it 1s a 
small numbers game for each practitioner So, along the 
way, 1t ıs important not to overplay any individual observa- 
tion We must be much broader than a “day 1n the life” of 
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the manager Rather, think about a “month in the life" or a 
“year ın the life" of a manager This would render it neces- 
sary to consider things beyond the present, action cell and 
to think about the multiple forces at work on a given posi- 
tion— How does the CEO think about the role of the CMO? 
What about peers, such as the chief financial officer, the 
chief operating officer, or a senior vice president of sales? 
What about subordinates or peers outside the organization? 


Two-way interaction insights and blogs Rather than 
thinking that working papers and reprints are the best way 
to 1nterface with managers, why not 1nclude "insights" — or 
short, one-paragraph summaries for students and practicing 
managers If the entire discipline developed these “insight 
summaries,” managers could search the web for relevant 
insights for their pressing problems Indeed, it would be 
great to see the emergence of “manager-fnendly blogs,” in 
which a given researcher writes a research-based column on 
business-to-business marketing — key insights that are sımı- 
lar 1n spirit to the Harvard Business Review summaries 


Managers as "test sites " It would be helpful for a 
researcher to develop a small set of thought practitioners 
who represent a “test” or “alpha’ site for idea development 
We have all experienced the process of evolving and 
upgrading a lecture 1n real time, as the process unfolds 
That 1s, the first delivery 1s used as a test market for the 
idea, which 1s then refined accordingly My recommenda- 
tion 1s to find a handful of executive “friends” who are will- 
ing to play this role In the best of worlds, the academic 
would provide the logic flow for the “insight summary” and 
then ask, (1) Does it hold water? (2) Can you provide sup- 
port examples” and (3) Can you provide counter examples? 


Knowledge Users: Executives 


At a superficial level, my advice for practitioners 1s simple 
(1) Expose yourself to deep ideas, (2) develop a set of aca- 
demic market mavens who act guides to the marketing 
academy, and (3) challenge yourself by experimenting 1n 
the field While each of these ideas represent my primarily 
message, I add some details and nuance to each of these 
three broad recommendations 1n the following discussion 


Spend time and expose broadly In my experience, when 
someone rises to the ranks of CMO, this person 1s not only 
savvy 1n the business world and very smart, but he or she 
can think conceptually This ability to think conceptually 
should be the goal of all managers who want to move up the 
corporate ladder So, how 1s this accomplished? There are 
no easy answers, but a starting point ıs the managerially ori- 
ented top-tier manager Journals, such as Harvard Business 
Review, Sloan Management Review, and California Man- 
agement Review Marketing-specific reports such as those 
provided by the Marketing Science Institute, ISBM, and 
other centers also produce relevant knowledge that 1s easily 
digestible 

I believe the most 1mportant advice 1s to target a spe- 
cific aspirational role in the organization and closely exam- 
ine the role requirements What are your knowledge and 
experience gaps relative to these core tasks? While the 
experience gaps are not completely under your control, the 


knowledge tasks can be filled ( to a degree) by reading, 
executive education, attending conferences, mentoring, and 
other forms of knowledge dissemination 


Two-way interaction market mavens Market mavens 
are people who love to connect and share information about 
their specific domains of knowledge (Feick and Price 
1987) The notion here is simply to develop a relationship 
with someone who has deep expertise in an area that is 
highly relevant to your practice This can happen directly, 
by reaching out to faculty members whose work you have 
read, or indirectly, by visiting key research-based centers 
(eg, Institute for the Study of Business Markets at Penn- 
sylvania State University, the Center for Service Excellence 
at Arizona State University) 


Experiment in the field “test sues " While exposing 
oneself to new information and knowledge 1s a great first 
step, 1t 1s biased toward thought and does not address the 
need to take action 1n organizations Because my focus here 
has been on both thinking and acting, my recommendation 
is to conduct “field experiments" to test some of the ideas 
My advice here 1s not necessanly to generate new knowl- 
edge but rather to conduct field tests of 1deas to assess their 
degree of managerial relevance 1n your firm For example, 
Itamar Simonson’s (1989) work on pricing, which shows 
that the mere presence of a higher-priced wine on the menu 
increases the consumption of the moderately priced wine, 1s 
an example of a possible idea to test ın a retail environment 
It does not mean the manager needs to change the entire 
pricing structure, rather, he or she can conduct a test 1n a 
particular district to determine whether the knowledge can 
be applied in the work context The manager could then 
reconnect with the academics who produced the knowledge 
to complete the "research-use" cycle 


Conclusion 


Managerial relevance 1s about the manager Research needs 
to be role relevant and targeted to the various roles that 
marketers perform in an organization The organization ulti- 
mately benefits from more effective deployment of knowl- 
edge, but the correct unit of analysis 1s the individual per- 
son Rather than spread resources across a host of 
industries, thorough knowledge of a position 1n an industry 
will enable one to discover new concepts and 1deas rather 


than reexamine existing concepts Importantly, manageri- 
ally relevant work 1s not for everyone I fully acknowledge 
that diverse viewpoints on managerial relevance are healthy 
and valuable Indeed, these diverse viewpoints and 
approaches will ultimately strengthen work on managerial 
relevance, not diminish it 

How does one start the journey? I am sure that some 
readers will conclude that this work 1s simply too time 
intensive and will take away from the limited pool of 
research time Given the need to publish, the idea of spend- 
ing a significant amount of time with managers sounds 
good in principle but will never be realized Thus, we will 
continue to observe the acceleration of nonuse and mrele- 
vance, as expressed by Reibstein, Day, and Wind (2009) 

In a curious way, it is similar to a technology chent of 
mine whose R&D function believes that 1t knows the voice 
of the customer— and as a result spends httle time 1n the 
market In this firm, the R&D function does not review 
market research reports, talk to sales reps 1n the field, or 
observe everyday actions of their target customers They are 
simply too busy working 1n the lab to find the time to talk to 
customers We all look at this situation and conclude that 
the answer 1s the need for a fundamental shift in R&D's 
worldview of how “things work today " That 1s, R&D must 
completely shift its mind-set first, otherwise, any change 
effort 1s likely to be temporary 

So, how does this mind-set shift happen ın firms? This 
big mınd-set shift often happens when one firm— or prod- 
uct area within the firm— plays the game differently and 
exploits unique customer insights The word then gets 
around and change begins to happen from the ground up In 
a similar vein, I believe that only a handful of marketing 
scholars need to 1mplement the suggested "role-relevant" 
approach and publish one or two interesting articles that 
introduce completely new concepts to the literature. In turn, 
these articles would be the catalyst for the broader change 
to occur 1n the field While risky 1n some respects, the alter- 
native 1s the status quo, which “has gone beyond the famıl- 
iar dilemma of academic research pitted against practical 
relevance [to a] widening divergence [that] has become 
detrimental to the long-term health of the field” (Reibstein, 
Day, and Wind 2009, p 1) So, we can continue along the 
same comfortable, well-worn, and increasingly marginal- 
ized path, or we can play the game differently 
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Richard J. Lutz 


Marketing Scholarship 2.0 


The system for the design, production, and dissemination of marketing scholarship aimed at contributing to 
marketing practice is under increasing strain due to pressures exerted by globalization, digitization, and 
environmentalism Scholarly research in marketing adheres largely to a twentieth-century manufacturing model 
Change Is needed now Marketing scholarship can benefit from embracing a twenty-first-century, collaborative 
approach to the conception, design, and dissemination of research “Crowdsourcing” is becoming a frequently 
employed strategy in industry Marketing academe should adopt some of the same techniques and technologies to 
make stronger research contributions that will benefit marketing practice In particular, more collaboration is 
needed, both among academic researchers and between academe and industry, to be sure Important problems are 
being investigated using sound theories and methods An open, collaborative model will allow the field to evolve 


from Marketing Scholarship 1 0 to Marketing Scholarship 2 0 


Keywords scholarship, open source, Web 2 0, academics, practitioners 





hat if the marketing discipline collectively decided 
W: sit down and devise an effective system for 
advancing marketing knowledge and practice? 
The focus of this system would be the identification of 
important marketing issues, the production and dissemination 
of research that addresses those problems, and the effective 
utilization of this research knowledge by marketing practi- 
tioners What are the chances that this “designed-from- 
scratch” system would look anything like our current system? 
In many respects, our knowledge production and dissemina- 
tion, though time-tested, 1s analogous to a twentieth-century 
manufacturing process closed (think double-blind review- 
ing), linear, and slow 
In contrast, marketing practice worldwide has embraced 
the concept of a more collaborative model and 1s moving 
rapidly to deploy it “Crowdsourcing,” generally under- 
stood as outsourcing previously internal processes to the 
public and encouraging participation (Howe 2008), 1s crop- 
ping up 1n dozens of marketing organizations. From product 
designs to ad campaigns, companies and brands such as Dell, 
Starbucks, Frito-Lay, Nike, Netflix, Unilever, Threadless, 
Honda, Trek Light, NASA, IBM, and Procter & Gamble 
have turned to crowdsourcing 
The purpose of this article 1s to explore the ımplıcatıons 
of the changing environment and newer collaborative mod- 
els for marketing knowledge production and dissemination, 
with particular emphasis on our academic journals I begin 
with a brief review of environmental impacts on the publi- 
cation process, followed by a discussion of digitally 
inspired trends 1n other scholarly domains I conclude by 
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offering some proposals for what “Marketing Scholarship 
2 0” might look like Some of these proposals may seem a 
bit radical, others are almost certainly not radical enough It 
ıs difficult to overestimate the rate at which change 1s 
occurring It 1s clear that change 1s needed now, not years 
from now We don’t really want to be at the helm of the next 
Kodak or General Motors 


Environmental Impact on Marketing 
Scholarship 


The first decade of the “New Millennium” has brought with 
Xt a dazzling array of changes to the marketing landscape 
We have witnessed the emergence of a truly global econ- 
omy, with China and the other BRIC countries (1 e , Brazil, 
Russia, and India) nipping at the heels of the United States 
for global economic leadership The impact of the Internet 
1s being felt ın virtually every aspect of our global society, 
from where we shop, to where we get our news and enter- 
tainment, to where we find our friends and even our 
spouses Climate change has accelerated and has energized 
some of our largest firms to take steps toward becoming 
more sustainable enterprises 

While these trends are well-known as critical develop- 
ments in the general marketing environment that affects 
firms both large and small and across all industries, it 1s 
also clear that these trends have been manifesting their 
effects in the domain of marketing scholarship Not just 
what we research, but how we conduct research, dıssemi- 
nate ıt, and access ıt are changing The current twentieth- 
century system of knowledge production, dissemination, 
and utilization 1s under unprecedented strain An overhaul 1s 
needed that will move the model for marketing scholarship 
into the twentieth century 

Over the past decade, Journal of Marketing has experi- 
enced an explosion of growth 1n terms of manuscript sub- 
missions From January 1, 2000, through June 30, 2009, the 
Journal received 4205 new submissions Most of this 
growth has been fueled by the joint effects of the globaliza- 
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tion of business education and the digitization of the journal 
submission and review process As business schools world- 
wide mature and embrace the importance of scholarly pub- 
lication by their faculties ın the field’s most prestigious 
journals, marketing scholarship has become more global- 
ızed, with the participation of hundreds of new scholars 

Without access to the Internet, many of these ınterna- 
tional scholars would face substantial barriers to publishing 
in US journals, but the technological barriers are down, 
and marketing scholarship 1s more broadly participative as 
a consequence Submissions to Journal of Marketing have 
doubled in the past decade 

Although perhaps driven more by economic constraints 
than a mandate for becoming “greener” per se, libraries, the 
traditional customers and repositories of print journals, are 
nonetheless evolving toward a more electronic future 
Many university libraries are severely budget and space 
constrained and regard the print form of professional jour- 
nals to be more of a (costly) nuisance than a benefit 
(McKay 2009) Their real need 1s for online access for their 
constituents On a per-use basis, electronic access 1s far 
more cost efficient for the library and more environmentally 
friendly The online, "open access" (OA) journal move- 
ment, which I discuss in greater detail subsequently, 1s 
being embraced by scientific and professional journals 
across virtually all disciplines As marketing scholarship 
continues to globalize and become more sophisticated, it 1s 
inevitable that the demand for journal pages will accelerate 
Journal of Marketing published 512 pages and 27 articles in 
2000, by 2009, those figures were 864 pages and 61 articles 
(including a special section funded by the Marketing Sci- 
ence Institute [MSI]) Similar growth has occurred at other 
leading journals in the marketing discipline, as well as other 
related disciplines (McKay 2009) 


Impact of Marketing Scholarship on 
Marketing Practice 


“You people don’t do real research You think you do 
research, but you don’t ” 


— Anonymous university president addressing 
business school faculty 


Why would a major research university president say such a 
thing to the faculty of a highly ranked public business 
school? Among the various possible answers to this ques- 
tion, the most charitable interpretation 1s that the president 
ın question Judges something as being “real” research only 
when ıt generates indirect expense (1e , overhead), a large 
part of which 1s captured by the central administration 
However cynical the president's assessment may have 
been, it does raise an important 1ssue— perhaps the 1mpor- 
tant 1ssue— facing scholarly research ın marketing Who, 
exactly, are the constituents for our research? Extramural 
(funded) research of the type favored by the president has 
no difficulty answering that question The most obvious, 
and immediate, constituent 1s the funding entity, whether it 
1S a private foundation, a corporation, or a government 
agency The funding 1s granted because the funding entity 1s 
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interested in the outcome of the research, research relevance 
1s guaranteed, or the researcher’s funding will evaporate 

Academic marketing researchers seldom face this sort 
of built-in constituency Very little of our research 1s funded 
by outside parties (MSI is a notable exception ) Thus, 
many researchers pursue their projects without as clear a 
“market definition" of the eventual “potential customers" of 
their research as 1s desirable, especially when the intended 
audience is marketing practitioners As Daniel (2009, p 3) 
notes, "it's commonplace to hear businesspeople scoff that 
academic research never has any influence on what they 
actually do in their companies Legal, medical, and engi- 
neering journals are written and read by lawyers, doctors, 
and engineers, but business journals consist almost wholly 
of articles written by professors for other professors ” Judg- 
ing by the typical 85%-90% rejection rate at the field”s 
leading journals, 1t might be tempting to conclude that aca- 
demic marketing researchers do not even understand the 
needs and preferences of other academics! Armstrong 
(2003, p 71), one of the most persistent critics of academic 
marketing research, puts a sharp point on the issue “Few 
papers in marketing journals would fall into the category of 
having findings that are useful, ^ especially ın the more 
prestigious journals " He further poses (p 71) the question, 
“Do researchers in marketing consider usefulness when 
they decide on research topics?” His conclusion 1s that they 
do not 

It 15 my contention that marketing academe needs to 
improve the relevance of its research to some constituency 
(whether practitioners or other academics) without sacrific- 
ing rigor I further contend that this 1mprovement can be 
accomplished by adoption of a more collaborative, *Web 
2 0" research model at the conception, design, review, and 
dissemination stages of the process Although the produc- 
tion of knowledge obviously precedes its dissemination, for 
expositional purposes, it 1s easier to discuss them 1n reverse 
order here Thus, I begin by turning my attention to the dis- 
semination stage of the scholarly research enterprise This 
ıs followed by a consideration of a more collaborative 
approach to the conception, design, and review of market- 
ing scholarship 


Dissemination of Marketing 
Scholarship 


Although the content of marketing scholarship — most 
notably the choice of the problems to investigate (to be dis- 
cussed ın the following sections) —1s of paramount concern 
to a vital research enterprise, opportunities exist for umprov- 
ing the dissemination of scholarly research Adopting a 
“four Ps” analogy, knowledge content 1s the product, while 
dissemination encompasses the place and promotion ele- 
ments Assuming that useful content has been developed, 
dissemination becomes equally important 

Unfortunately, the track record for effective dissemina- 
tion of marketing scholarship intended to contribute to mar- 
keting practice has not been strong, at least not from the 
perspective of the intended recipients Arguably, the two 
primary routes through which academic marketing research 
ıs disseminated are professional journals and professional 


(academic) conferences Neither of these media 1s favored in 
the practitioner community In a recent study conducted in 
New Zealand by Gray, Ottesen, and Matear (2005), academic 
conferences and academic journals ranked seventh and 
eighth, respectively, out of eight business media (Printed 
reports, CD-ROMs, and seminars were the top three 
media ) At the risk of extrapolating beyond the sample of 
New Zealand managers, 1t seems safe to conclude that jour- 
nals and academic conferences would not fare much better 
in the United States Clearly, a better “distribution” method 
is needed 

From the academic scholar’s perspective, publication in 
one of the field’s top journals (preferably an “A-level” one) 
is the “coin of the realm ” Although the field’s journals cur- 
rently adhere to the “printed issue” model, 1t 1s evident that 
the real utilization of journal content 1s increasingly elec- 
tronic Opening the door to electronic dissemination of mar- 
keting scholarship creates a wide range of collaboration and 
communication possibilities 


Common Online Knowledge Dissemination 
Vehicles 


In a recent survey commissioned by the Association of 
Research Libraries, Maron and Smith (2009) employed a 
team of 301 librarians at 46 institutions to interview faculty 
about their use of online scholarly resources for research 
purposes They identified 206 sources, which they then 
clustered judgmentally into eight categories 


Electronic-only journals The most common online 
resource mentioned—across an eclectic group of scholars 
representing the humanities, social sciences, and science, 
technology, and medicine— was e-journals These e-journals 
are essentially the online analog to traditional print journals 
They have clear editorial missions and guidelines and, 
importantly, are peer reviewed (Harnad 1996) A hallmark 
of e-journals 1s their OA character, which permits unlimited 
public access to the work 1 devote more attention to OA 
publication subsequently, but for now, suffice 1t to say that 
its primary perceived advantages by scholars are more 
immediate access to current scholarship for the readers and 
increased citations for the authors In the early days of OA 
publishing, many scholars had concerns about the credibil- 
ity and prestige of OA journals, however, as long as a jour- 
nal adheres to a rigorous peer-review process, those early 
concerns are mitigated For example, PLoS (Public Library 
of Science) Pathogens, an OA journal founded 1n 2004, has 
an impact factor of 9 and 1s widely regarded as publishing 
the best work 1n the field (McFadden 2009) Open access e- 
journals are an important trend across a wide range of dıscı- 
plines and appear to have great potential significance for 
the marketing discipline 


Reviews Particularly 1n fields 1n which scholarly mono- 
graphs are an important vehicle, online reviews have 
emerged as a very current source of information about new 
scholarly works The journals in the field of marketing tra- 
ditionally have featured book review sections, but most of 
the featured books are either trade-oriented or textbooks 
Thus, although online reviews are not as important to mar- 
keting scholarship as they are 1n other disciplines, the much 


faster access relative to reviews appearing in a print publi- 
cation 1s a clear advantage Adopting a somewhat broader 
view of scholarship to embrace trade and textbooks, ıt 
would be useful for the American Marketing Association 
(AMA) to host a book and monograph review website Cur- 
rently the AMA Foundation awards an annual prize (the 
Berry-AMA Book Prize) to the best trade-oriented market- 
ing book Rather than just this annual award, candidate 
trade books and monographs could be reviewed as they are 
released True to the collaborative model being espoused 
here, the review website would permit and encourage com- 
mentary on both the books and the reviews 


Recommendation 1 The AMA should establish an online 
book review forum Reviews of new marketing-related books 
should be posted on a timely basis, and interactive discussion 
should be promoted 


Preprints and working papers In this electronic age, 
numerous mechanisms exist for scholars to share their pre- 
publication work, most notably through e-mail and personal 
websites and increasingly, academic institutions’ reposito- 
ries However, as Maron and Smith (2009) note, some pub- 
lic servers exist that offer even broader access For exam- 
ple, the Social Science Research Network (SSRN) houses 
nearly 250,000 downloadable working papers It 1s also 
common for OA journals to post preprints of work that has 
been accepted but not finalized for publication 


Recommendation 2 Marketing scholars should post their pre- 
publication working papers in their institutional repositories, 
if available, and on SSRN 


The marketing discipline has been slow to embrace this 
vehicle For example, at the time of wnting, only 2866 mar- 
keting papers were on SSRN, compared with more than 
84,500 finance papers (http //www ssrn com) 


Encyclopedias and dictionaries The basic idea of this 
resource 1s analogous to Wikipedia org, except that entries 
are reviewed by scholars before they are posted The resul- 
tant resource 1s an authoritative compendium of knowledge 
in the field Such an online resource could be hosted by the 
AMA and would have the distinct advantage over printed 
encyclopedic collections of being dynamic and easily 
updated In addition, because no space constraints exist, 
unlike a print format, entries could be lengthier and could 
afford space for alternative viewpoints 


Recommendation 3 The AMA should host an online, authori- 
tative dictionary/encyclopedia of marketing, using a wiki 
approach 


Data resources In several disciplines, scholars are 
engaged in large-scale data projects designed to create an 
online repository of data that other scholars can access for 
their own research A particularly creative database effort 
cited ın Maron and Smith (2009) 1s eBird, which aggregates 
bird watchers worldwide This “community data project” 
receives more than a million observations monthly The key 
to an online database, according to Maron and Smith, 1s 
functionality, the data need to be readily usable by scholars 
accessing the site The field of marketing could greatly 
benefit from a large-scale database that 1s open to all schol- 
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ars Many of the most highly cited articles 1n. marketing 
have used data that firms have supplied to the researchers 
(MarketingPower com 2010a, b) 

Although many of these data sets are proprietary and 
the companies have been reluctant to share them widely, 
others have been shared a bit more broadly (e g , Informa- 
tion Resources Inc, panel data used by numerous 
researchers) However, by and large, access to marketing 
data 1s rather restricted Perhaps it will always be so, due to 
competitive forces, but as more scholars have the tools and 
skills to analyze large databases, having an online data 
archive that permits younger, less-connected scholars ready 
access would appear to be advantageous to advancing 
knowledge ın the field 

In a sense, this online resource deals more directly with 
the production of knowledge than with the dissemination 
of knowledge, but it clearly illustrates the value of collabo- 
ration by parties with differing resources (1e, databases 
and analytical tools) Institutions such as the AMA could 
“host” the data archives and manage a proposal review 
process to ensure that the access being granted was for 
scholarly purposes 


Recommendation 4 The AMA should host an archive of 
marketing-related databases that are available to academic 
researchers for scholarly research The data should be disguised 
as necessary to avoid revealing proprietary information 


Blogs Web logs devoted to scholarly research are com- 
mon in many disciplines and are regarded as effective for 
informal communication among scholars Most blogs are 
OA, and entries undergo no screening or formal peer 
review The primary benefit 1s the opportunity for a schol- 
arly community to interact freely on topics of mutual ınter- 
est Currently, the AMA hosts a moderated Journal of Mar- 
keting blog on its website, but to date 1t has not attracted a 
lot of activity It 1s not clear what the incentives are for an 
individual to post comments on a blog unless it is a high- 
profile site with a large or 1mportant audience 


Discussion forums According to Maron and Smith 
(2009), discussion forums are one of the oldest forms of 
online scholarly communication Like blogs, discussion 
forums are informal and used more for informational pur- 
poses than for scholarly publication The ELMAR listserv 
maintained by the AMA 1s a good example However, sımı- 
lar to the Journal of Marketing blog, there 1s little or no real 
“discussion” taking place on ELMAR, its role is more 
informational If the discussion was more fully integrated 
into the journal itself (postpublication review and commen- 
tary), ıt may become more prominent and valuable to the 
community of researchers and users 


Recommendation 5 Encourage open commentary and debate 


Marketing scholarship can benefit by becoming more 
interactive The 1988 report of the AMA Task Force called 
for more commentaries on journal publications to encour- 
age scholarly debate and interchange When journal space 
18 scarce, it 1s difficult to justify allocating several pages to 
commentary and rebuttal However, online journal space 1s 
essentially “free,” which creates an excellent opportunity to 
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encourage such interaction Although 1t may be desirable to 
have some sort of editorial “filter” on such exchanges, 1n 
the spirit of wikis and ın the service of immediacy, an “open 
forum” approach would seem to be better approach This 
would operate similarly to the current model at the Journal 
of Marketing blog 


Academic hubs A hub 1s a digital portal, most often 
hosted by a scholarly society, that provides “one-stop shop- 
ping” for scholars 1n a field At such a hub, an individual can 
find access to e-journals, reviews, preprints, blogs, data- 
bases, and other resources The AMA’s Academic Resource 
Center (ARC) 1s an excellent example of an academic hub 
In addition to tabs for Conferences, Journals, SIGs (Special 
Interest Groups), and Awards, links are provided for Teach- 
ing, Research, Service, Career, and Connections Drilling 
down on the Research link, one finds links to an array of 
helpful resources, ranging from bibliographies of selected 
topics to useful software for conducting research Accord- 
ing to former ARC administrator Charles Hofacker, utiliza- 
tion of the ARC research links 1s sporadic at best The ARC 
appears to be an opportunity that the AMA can capitalize on 
more fully 1n the future 

Another important idea not considered explicitly by 
Maron and Smith (2009) 1s a more proactive mechanism for 
disseminating research results to interested parties, rather 
than a more passive approach of waiting for the audience to 
access the research 


Recommendation 6 “Push” knowledge contributions out to 
consfituents 


To achieve maximum impact of marketing scholarship, it 1s 
not sufficient to wait for the world to “beat a path to our 
door” Instead, proactive steps must be taken to “push” 
knowledge out to the marketplace of ideas For example, 
Journal of Consumer Research prepares a publicity release 
for every article 1t publishes Another useful approach 1s 
exemplified by the “Knowledge @ Wharton” e-mail 
newsletter, which features professionally written synopses 
of published articles by Wharton faculty as well as original 
commentary on important business issues of the day 
Knowledge @ Wharton currently boasts about 1 2 million 
subscribers, comprising a mix of academics and practitioners 

The benefits of a more proactive promotional campaign 
on behalf of marketing scholarship will be apparent to any- 
one working in the field Ultimately, scholars engage in 
research to influence thought and gain recognition for their 
contributions It 1s 1n their best interest to have their work 
disseminated widely, through a variety of media It 1s also 
in the best interests of their employing institutions, whose 
rankings depend in part on the scholarly renown of their 
faculty 


Online OA Journals 


The OA movement began around the turn of the twenty- 
first century and has been accelerating the past few years 
Essentially, an OA journal provides free, immediate, and 
unrestricted access to journal content Content 1s created 
once, stored once 1n an online archive, and used a limitless 
number of times As with any published work, the author 


retains the rights to attribution In the OA domain, a distinc- 
tion 1s made between the “gold path” and the “green path ” 


The green path The OA green path works ın conjunc- 
tion with existing print journals When a manuscript 1s 
accepted for publication, the author submits a copy of the 
article to an online open repository More than 500 universi- 
ties worldwide are providing such repositories for research 
published by their faculty and PhD students, among others 
(Harnad et al 2008) Because the journal typically holds the 
copyright to the article, authors need to take care to pre- 
serve their right to post their research 1n a public forum 
Most journals cooperate with this process, but the SPARC 
Author Addendum (http //www arl org/sparc/author/) 1s 
available for authors to append to the standard copyright 
agreement if necessary The majority of OA journals cur- 
rently follow the green path In a recent survey of more than 
10,000 traditional journals (cited by Harnad et al 2008), 
over 90% reported that they were “green ” 


The gold path The gold path refers to exclusively elec- 
tronic journals with no print counterpart Gold journals do 
not have subscription fees, they are freely available to any- 
one To support themselves, gold journals rely on a variety 
of mechanisms, including (most commonly) author publica- 
tion fees of $2,000—$3,000 per article, sponsorships, and 
grants In September 2009, the Directory of Open Access 
Journals (DOAJ) contained 4344 journals, 93 of which 
were 1n the Business and Management category By Sep- 
tember 2010, the DOAJ database boasted 5381 online jour- 
nals (144 ın Business and Management) There are an esti- 
mated 25,000 journals worldwide, which suggests that 
approximately 20% are “gold,” and DOAJ reports that 10% 
of all peer-reviewed articles across all disciplines are OA 
(see http //www doa] org) 


The OA imperative. Although still ın its infancy, the OA 
movement 1s rapidly gathering momentum as institutions 
throw their weight behind it Originally a grassroots move- 
ment, OA gained legitimacy in 2007 when the National 
Institutes of Health. (NIH), the world's largest funder of 
nonclassified research, mandated that all NIH-funded 
research be OA (Suber 2009) Currently under debate, the 
Federal Research Public Access Act would require any 
institution receiving more than $100 mullion annually in 
federal research funds to provide 1ts research in an OA for- 
mat Sweden already mandates that all published research 
be OA (McFadden 2009) In 2009, the arts and sciences and 
law faculties at Harvard adopted OA, as did the Stanford 
School of Education Furthermore, 1n 2009, more than 30 
established print journals “converted” to OA (Suber 2009) 
The Public Library of Science PLoS, funded by an initial 
grant of $9 million, 1s moving toward self-sufficiency 


OA business models Given the nature of scientific pub- 
lication, gold OA journals rely very little on advertising to 
replace subscription revenues Instead, the most common 
model 1s a publication fee charged to the authors These 
fees may be paid by the authors themselves, but more com- 
monly they are paid out of the grants supporting the 
research or by the authors’ institutions For example, Unı- 
versity of California, Berkeley, devotes funds to paying 


publication fees (Suber 2009), and the University of Florida 
announced a similar OA funding initiative 1n 2010 

The vast majority of OA journals are “green” and con- 
tinue to charge for subscriptions, most often through a “big 
deal” offered by a commercial publisher or aggregator 
(Bjork and Hedlund 2009) Springer, which publishes more 
than 2000 academic journals, 1s the leading OA journal pub- 
lisher (http //www springer com/aboutspringer) Under the 
green route, access to the final print version of a manuscript 
is restricted to subscribers, but 1mmediate access 1s pro- 
vided by author self-archiving or, increasingly, institutional 
archives More than 500 universities now provide institu- 
tional repositories to support self-archiving The Budapest 
Open Access Initiative (OAI) sets a standard for archiving 
through metatags that tag critical information such as 
author, title, and date in a umform manner This permits 
OAI-compliant archives to be “harvested” by a web search 
engine (Harnad et al 2008) Some journals have exper- 
mented with a “hybrid” model, whereby an author submit- 
ting to a “green” journal can pay a publication fee to afford 
immediate access to his or her work 1n its final form The 
rationale for an author taking this action follows 


Advantages of OA When considering the advantages of 
OA journals, at least three groups are relevant authors, 
readers, and libraries First, from the authors’ perspective, 
OA ensures the maximum exposure and impact of their 
research Because OA articles are freely available to anyone 
with web access, the potential audience ıs much greater 
Studies reported by Harnad et al (2008) show that, for artı- 
cles published ın traditional business and management jour- 
nals, self-archiving (1e, OA) increased citations by 
75%-90% In physics, the difference was 250% Lawrence 
(2001) analyzed 120,000 computer science articles pub- 
lished between 1989 and 1998 and found that 85% of the 
most highly cited articles were OA Thus, OA benefits 
authors by providing a larger audience, by increasing their 
impact, and by shortening the lag time between acceptance 
and publication In addition, OA offers more flexibility with 
regard to mode of data presentation (e g , color, video), lan- 
guage format, and interactivity (Weiner 2001) 

Readers benefit from OA by having access to a broad 
and timely research literature, at no cost and with the con- 
venience of surfing the web A driving philosophy of the 
OA movement is that much scientific research 1s publicly 
funded and therefore “belongs” to the public at large 
Although most average citizens may not want to read the 
scientific literature, ıt should nevertheless be available to 
them Baldwin and Pullinger (2000) surveyed researchers in 
the United Kingdom regarding desirable characteristics of 
e-journals and found the following rank ordering breadth 
of coverage, up-to-date, fast access, ease of use, and good 
archives Open access offers clear-cut advantages over tra- 
ditional journals in delivering those benefits 

Finally, librarians sensitive to cost and accessibility 
concerns are leading proponents of the OA model Sub- 
scription costs are just the beginning for university libraries 
They also have to cover the costs of storage, binding, shelv- 
ing, handling, and providing access All these costs are 
increasing (McKay 2009) Montgomery and King (2002) 
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conducted a comprehensive cost analysis of Drexel Univer- 
sity’s library holdings, using a “cost per use” metric to com- 
pare print-only and e-journals They concluded that “full- 
text database e-journals” cost approximately $1 00 per use, 
while current issues of print-only journals cost $8 50 per 
use and bound journals cost $30 00 per use The largest cost 
factor for bound journals was storage costs Clearly, cost 
considerations lead librarians to greatly favor the trend 
toward electronic publication 1n general 


Disadvantages of OA The primary drawback to the OA 
publication model 1s that newer, "gold" OA journals have 
been perceived as less prestigious outlets for scholarly 
research Even worse, some OA journals have not adhered 
to a rigorous peer-review process, though that 1s a dwin- 
dling minority Economic forces are also at work, as com- 
mercial publishers have little interest 1n relinquishing their 
subscription revenue stream 1n the face of uncertainty about 
how those revenues will be replaced As Solomon (2002, p 
6) notes, *Although the scientists and other scholars hold 
the ultimate trump card in determining who controls the 
serial publications system, the publishers are both far more 
motivated and far more savvy” Finally, sheer inertia and 
scholarly tradition act as barriers (Weiner 2001) 


Overall assessment of OA The emergence of OA publi- 
cation has several important consequences for the scholarly 
research commumty It moves the process to one that 1s 
more dynamic rather than static Research 1s reviewed, 
accepted, and disseminated seamlessly and continuously 
rather than four or six times a year Because of the focus on 
individual articles rather than issues or even journals, a 
truer gauge of the *value" of an article emerges as readers 
access 1t, cite 1t, and, 1n the case of some journals, comment 
on it online (Weller 2000) Similar to product ratings on 
Amazon com, readers might even be encouraged to "rate" 
articles for their value (Johnson 2001) In a very real sense, 
the research community takes back ownership of its product 
in a global, collaborative format Harnad (2002) envisions 
“an optimal and inevitable” system 1n which all journals are 
online, refereed, paper-free, and OA As he notes, such 
journals are not cost-free, peer review still needs to be man- 
aged, and editing 1s essential Publishers could capture a 
fair fee for those services through a publication fee, but 
authors would retain ownership of their scholarly work 


Recommendation 7 Adopt the OA green path 


The journals at the AMA should adopt the OA green 
path, which currently 1s the dominant model ın the online 
Journal domain Print journals are bottlenecks 1n an 1ncreas- 
ingly digital scholarship system Researchers typically use 
computer technology to gather or access data, analyze it, 
and prepare their findings for review Manuscripts are sub- 
mitted electronically through Scholar One, and reviewers 
are assigned to each manuscript by e-mail. Reviewers then 
access the manuscript through the website and submit their 
reviews there as well The editor communicates decisions 
by e-mail to the authors Some months later, a manuscript 
that has been accepted for publication 1s copyedited (elec- 
tronically) and 1s converted to a “galley proof" (electronı- 
cally) for author consideration, and finally 1s published 
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online as fully realized electronic manuscript When permit- 
ted by the publishers, some authors post these published 
electronic manuscripts to their own websites, where they 
can be accessed freely by anyone who has Internet access 
Eventually, depending on the lag time between acceptance 
and publication, the print version of the article appears 
However, most researchers, especially younger scholars, 
access the official electronic version rather than the printed 
version of the paper 

Following the lead of other Journals 1n the marketing 
discipline (e g , Journal of Consumer Research) by posting 
the fully edited and laid out electronic version of the article 
as soon as possible after acceptance would greatly enhance 
the timeliness of disseminating marketing research findings 
to the scholarly community Articles would no longer be 
subjected to a possible publication “backlog " Articles 
would be "officially" published when they were in final 
proof format, and knowledge would flow continuously 
rather than 1n two- or three-month intervals 


The Review Process 


Despite the vagaries of the peer-review process, including 
lack of convergence, lack of effort, turf defending, and 
other forms of human error (Lynch 1998), there 1s currently 
no viable substitute for peer review for ensuring the profes- 
sional integrity of published research 


Recommendation 8 Implement a more collaborative review 
model 


The hallmark of Web 20 1s the collaboration that exists 
among a community of users Wikipedia relies on the col- 
laboration of literally hundreds of thousands of contributors 
to provide authoritative information Netflix makes recom- 
mendations to its users on the basis of a collaborative filter- 
ing of millions of users’ movie consumption Facebook 
groups champion everything from American Idol contes- 
tants to presidential candidates Marketing scholarship can 
benefit by adopting a more collaborative posture 
Collaboration 1s not new to marketing scholarship The 
vast majority of published articles are coauthored, the 
singly authored article 1s becoming a rarity Furthermore, 
many groups of coauthors are not at the same institution, e- 
mail and the Internet have greatly facilitated long-distance 
collaboration Many journals aspire to a collaborative 
review process, whereby the insights from reviewers assist 
the authors 1n improving their manuscripts, resulting 1n a 
superior final product However, this aspiration 1s often not 
met, at least not 1n the eyes of authors who experience 
rejection at the hands of less-than-diplomatic reviewers 
Some authors even feel that their work has been “hijacked” 
by an overzealous reviewer or editor (Lynch 1998) 
Currently, Journal of Consumer Psychology, under the 
leadership of editor C W Park, is implementing a more col- 
laborative reviewing model For manuscripts that are not 
clear rejections (either desk rejects or rejections based on 
reviewers’ assessments), the editor, before making a final 
decision on the disposition of the manuscript, sends the 
reviews to the authors The authors are given one week to 
prepare a succinct response to the reviews, indicating how 
they would handle the reviewers' concerns This also pro- 


vides the authors with an opportunity to disagree with 
reviewers’ suggestions or to clarify points of mısunder- 
standing Then, with the reviewers’ comments and authors’ 
responses ın hand, the editor makes his decision on the fate 
of the manuscript (either reject or revise and resubmit) 
Park (2010) reports a high degree of author satisfaction 
with this approach as well as a higher degree of his own 
confidence in his decisions Obviously, this collaborative 
approach 1s more labor-intensive for the editor and requires 
a bit more time, but the early returns seem to suggest that 
the benefits outweigh the costs 


Conception and Production of 
Marketing Scholarship 


Enhancing the Contribution of Academic 
Scholarship to Marketing Practice 


Not all marketing scholarship has the goal of affecting mar- 
keting practice Some research 1s legitimately aimed at 
advancing theory at a rather basic level However, given the 
mission of Journal of Marketing, the premise adopted 
herein 1s that the typical researcher working ın the market- 
ing domain seeks to influence practitioners at some level 
Criticisms of the content and value of academic marketing 
research are well-known and continuing (eg, Reibstein, 
Day, and Wind 2009, as well as other articles 1n this issue), 
and I will not repeat them here 


Recommendation 9 Implement collaborative research design 


If a more collaborative approach to the peer-review process 
seems fruitful, the prospect arises of collaboration at other 
phases of the research process How many times has a 
reviewer read a manuscript and had this reaction? “This 1s a 
fascinating topic, but the research design 1s completely and 
fatally flawed ” It would be of systemic value to the disci- 
pline to head off fatally flawed research designs before they 
are executed This can be accomplished via collaboration, 
using at least two possible mechanisms 

A proprietary research design collaboration model 
would largely mirror the existing peer-review process 
Authors would submit a carefully prepared synopsis of their 
intended research The synopsis would include the problem 
statement, the conceptual framework/literature review, 
hypotheses, and a detailed research design Seasoned 
reviewers would be asked to assess the viability and 
validity of the research design and make suggestions for 
improvements Authors could then proceed (or not) with 
their research with more confidence It would be important 
that this “concept test” review not be viewed as a tentative 
publication decision, therefore, such a model would best be 
set up independent from any particular journal, with a sepa- 
rate review board and editor Participation on such a review 
board should be attractive to the scholars in the field who 
enjoy playing a mentoring role 

A more public, “open-source” form of research design 
collaboration would mimic the crowdsourcing model that 1s 
gaining favor 1n applied settings such as new product 
design and promotional campaign planning (Howe 2008) 
Under this model, a website would be created on which 


authors would be able to post their synopses Anyone would 
be free to comment on the quality of the proposed research 
and post suggestions for improvement Both authors and 
commenters would have the option of maintaining their 
anonymity, and a mechanism would exist to permit authors 
and commenters to contact one another directly for deeper 
conversations and for the purpose of forging possible 
research alliances This could be especially helpful 1n serv- 
ing a matching function for authors working in different 
countries who would otherwise be unaware of their shared 
interest This model has more of the true “Web 2 0" charac- 
ter than the proprietary model ın that it ıs more open and the 
participants’ contributions are not moderated by an editorial 
structure 

To provide either of these collaborative research design 
models with some degree of authority and prestige, they 
need to be administered under the auspices of a respected 
professional association To this end, the AMA's new 
“AMAConnect” site has much of the functionality required 
to accomplish this Here, marketing academics could create 
and manage profiles or groups that are public or private, all- 
inclusive or invite-only, and broad ın scope or segmented 
by interest Public groups can interact and network with one 
another, which could bring a practitioner audience 1nto con- 
versation with academics, and private groups could engage 1n 
a more private conversation and share more potentially sensi- 
tive material (e g , data, research 1deas) Within these groups, 
blogging, discussion forums, wikis, the ability to create and 
maintain a repository of files, and many other 2 0-related 
functionalities are all possible (see www marketingpower 
com/Community) 


Recommendation 10 Implement collaborative problem 
definition 


Logically preceding the research design decision 1s the 
selection of a topic to study Perhaps an even more common 
reviewer/editor reaction to a manuscript 1s, “What a shame 
all this careful work went into such an unimportant and/or 
ill-defined problem ” For an extensive treatment of this 
issue, see Armstrong (2003) Collaborative problem defini- 
tion could be of tremendous value to the field in channeling 
research efforts away from trivial problems and toward 
those that can make a more substantial contribution to 
knowledge 

Currently, MSI publishes biannual research priorities 
that emanate from discussions among leading academic 
researchers and marketing practitioners at focused confer- 
ences hosted by MSI Similarly, the Institute for the Study 
of Business Markets provides grants and supplies data to 
researchers working in the business-to-business arena 
These approaches are useful but are, of necessity, not as 
comprehensive as the range of potential projects 1n the dis- 
cipline And although the guidelines are generated collabo- 
ratively among a relatively small number of interested par- 
ties, a more open collaborative process would permit much 
broader participation, especially by emerging scholars who 
are less likely to be involved ın the MSI process As with 
the research design collaboration I have discussed, two gen- 
eral models for problem definition collaboration exist 
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Under the proprietary model, prospective authors would 
submit their problem definitions for review by experts in 
the field The submissions would be 1n the form of two- to 
three-page prospectuses, stating the problem clearly, sup- 
porting its potential value through selected literature, and, 
importantly, specifying the intended target audience (eg, 
academics working 1n the same area, public policy makers, 
marketing practitioners) Given my emphasis ın this article 
on research that influences practice, J would suggest that 
the practitioner category should be segmented further For 
example, contributions might be intended primarily for 
chief marketing officers, brand managers, sales managers, 
or market researchers Note that the target audience desig- 
nation places some responsibility on the researchers to 
familiarize themselves with the concerns of people who 
hold those types of positions Is it asking too much of pro- 
fessional researchers and dedicated scholars to interact with 
those whom they are trying to influence? Promoting one’s 
research 1s not fundamentally different from promoting a 
product The process works immensely better when it 1s 
grounded 1n a deep understanding of the market, such that 
the “product” generated truly meets the needs of the market 
and can be promoted as such 

The review board for this collaborative problem defini- 
tion model would comprise representatives from all the 
various possible audience groups Prospectuses would be 
sent to members of the identified target audience for com- 
mentary The basic question to be addressed would be, 
Assuming that a research study successfully addressed the 
problem identified herein, how important would the find- 
ings be? Suggestions would be solicited for revising or 
refining the problem definition Assuming a prospectus 
“passed” this test to the authors’ satisfaction, they could 
then turn to research design with greater confidence and 
enthusiasm, knowing that someone else cares about their 
topic If they chose, they could then avail themselves of the 
opportunity to submit their research design to the collabora- 
tive research design process 

Under a more collaborative problem definition 
approach, an open-source, crowdsourcing model again 
applies Researchers would post prospective problem defin- 
itions to an AMA-sponsored website, and interested parties 
could comment Because the website would be open to any- 
one, 1t would be useful to have a mechanism whereby those 
commenting could indicate their job title or role Thus, for 
example, a senior scholar who has engaged ın considerable 
C-Jevel consulting might comment on a project aumed at 
chief marketing officers and indicate that he or she has suf- 
ficient C-level experience to make a reasoned assessment of 
the importance of the problem (e g , Reibstein, Day, and 
Wind 2009) Note that people could also post research 
problems they would like to be solved (similar to the MSI 
Research Priorities, but 1n a more “dynamic” forum) As 
discussed previously for the open-source research design 
site, this mechanism would rely on a website sponsored by 
the AMA 


Intellectual property issues An obvious concern that 
many may have with the open-source models 1s that partici- 
pants are essentially placing their ideas in the public 
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domain without complete protection For those concerned 
about this issue, the proprietary forms of the process would 
make more sense than the open-source forms And, of 
course, 1t 1s the individual researcher’s choice to avail him- 
or herself of these new review processes at all Researchers 
confident 1n their problem definitions and research designs 
can proceed as they always have 

Other scholars may embrace a more collaborative 
worldview and are not averse to putting their ideas ın the 
public domain, either as a prospective author or as a com- 
menter For the open-source models I have described herein 
to work properly, “fair play” would have to govern the use 
of the websites For example, 1t would be unfair of a com- 
menter to literally "steal" someone's problem definition 
Similarly, 1t would be unfair for an author to flood the site 
with scores of problem definitions to "stake a claim" to 
more 1deas than he or she can possibly execute Perhaps this 
1s too utopian to expect, or even to wish for, but it 1s ın this 
spirit that people submıt their ideas for products and adver- 
tisements 1n open-source venues 


Incentive issues One might raise the legitimate concern 
about the incentive an individual scholar would have for 
participating ın such a collaborative process Why would 
someone volunteer his or her time, effort, and creativity 
when no direct reward 1s entailed” First, ıt is worth noting 
that our current review process extracts enormous amounts 
of volunteer labor from the very best people in the disci- 
plne Presumably, they donate their time freely and gener- 
ously due to their commitment to scholarship and the ıntrın- 
sic satisfaction received from mentoring aspiring scholars 
As Belk (2010, p 279) notes, the review process depends a 
great deal on participants’ willingness to share their ideas 
and energy In the marketplace for 1deas, this becomes yet 
another mechanism whereby a talented 1ndividual can gain 
some recognition Examples abound in commercial set- 
tings Lee (2010) reports that BleacherReport com, a sports 
website, has more than 3600 unpaid writers and Huffington 
Post has more than 6000 bloggers who work pro bono (and 
an audience of more than 23 million monthly) Consider the 
two amateurs, Joe and David Herbert of Batesville, Ind , 
who won the Doritos “Crash the Super Bowl” advertising 
competition in 2009 Not only did their ad win the Doritos 
contest and thus a 30-second spot during the Super Bow], it 
also was ranked as the Number 1 Super Bow] ad overall by 
the USA Today ad meter, garnering a $1 million prize The 
Herberts are $1 million richer today because they dared to 
share their idea with no guarantee of compensation 
(TheIndyChannel com 2009) Although the rısk-to-revvard 
ratio may not be as favorable for academic scholarship, 
open-source research collaboration may nevertheless repre- 
sent an opportunity for young scholars to gain some recog- 
nition ın the field for their ideas (Chu1, Miller, and Roberts 
2009, p 5, Gabor 2009, p 7) 


Tenure and promotion issues An obvious concern that 
arises with the collaborative model proposed here 1s how 
participation and publication would be viewed by tenure 
and promotion committees (as well as by colleagues, deans, 
and department heads) Theoretically, contribution to 
knowledge should be the overriding criterion. In practice, 


candidates are often evaluated on the quality of the journals 
in which they publish and perhaps on the number of cita- 
tions their articles garner Presumably, participation 1n this 
collaborative system by an author would (1) enhance the 
probability of making an A-level contribution and (2) make 
the publication process a bit more transparent The current 
review process 1s touted as a “value-add” process that helps 
improve papers Open collaboration would simply reveal 
more of that “behind-the-scenes” value-add process If a 
researcher ultimately publishes a valuable article, presum- 
ably 1t should “count” the same regardless of the process it 
went through to get there At the same time, emerging 
researchers should determine the views of their depart- 
ments, just as they currently do for other aspects of the 
tenure and promotion process 


Conclusion 


In this article, I have tried to provide a rationale for Market- 
ing Scholarship 2 0, a more digital, collaborative approach 
to marketing knowledge production and dissemination We 
often lament that academic research 1n marketing tends to 
follow rather than lead marketing practice In this instance, 
industry 1s leading the way 1n collaborative approaches to 
conducting business Leading business consulting firms 
(eg, McKinsey, Booz & Co) recently have published 
white papers on collaborative models, and it 1s clear that 
Web 2 0 1s a game-changer for industry Scholarship 1n mar- 
keting needs to embrace the same philosophy 

I have attended or appeared as a panelist at dozens of 
“Meet the Editors" sessions at conferences and doctoral 
consortia over the past three decades At virtually every one 
of these sessions, aspiring authors were admonished to 
focus on generating useful contributions to knowledge and 
not just on the journal review and publication process This 
is sound advice Yet, institutionally, the marketing disci- 
pline is not organized to support that advice with the neces- 
sary infrastructure The journal review process deals with 
completed research only Enhancing scholarly contribution 
of our collective research effort requires us to devise 
mechanisms such as the collaborative problem definition 
and research design processes outlined here This will 
enable marketing scholarship to migrate into the twenty- 
first century as Marketing Scholarship 2 0 
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THE ACADEMIC RESOURCE GENTER 


The Academic Resource Center (ARC) Web site 1s the electronic outlet of the Academic Division of 
the American Marketing Association It 1s the most comprehensive collection of information rele- 
vant to marketing academics on the Web. 


The ARC contains helpful information for 


Career Information on jobs, degrees, awards, international opportunities, and consortia 
Community Special interest group activities, conference news, newsletters, blogs, and 
listservs 

Research Calls for papers, journals, bibliographies, theones, software, data, funding, and 
scales 

Service Information on the American Marketing Association Foundation, tips on service, 

information on reviewing, and so forth 

Teaching. Cases, videos, textbooks, assignments, PowerPoint, syllabi, and assessment 

and class software simulations 


In addition to these areas, there 1s information on the history of marketing, marketing ethics, mar- 
keting and the arts, and humor Plus, there 1s a special section on each of the content areas of mar- 
keting, including Business-to Business, Consumer Behavior, International Marketing, Services 
Marketing, and all the rest! 


Check out these academic resources at www.marketingpower.com/arc 
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Journal of Marketing Research is written 
for academics and practitioners of 
marketing research who need to be 
current with the latest marketing 
research techniques, methods, and 
applications of the marketing research 
function 7MR is a highly respected, 
quarterly publication that deals with the 
philosophical, conceptual, and technical 
aspects of the profession Its readers 
include research analysts, educators, 
scholars, and statisticians 


Journal of Marketing 


Journal of Marketmg was established in 
1936, and 1s the premier publication for 
marketing academics and professionals 
in the field It provides the marketing 
community with original research on 

all aspects of marketing Journal of 
Marketing covers advertising, pricing, 
sales, distribution, ethics, and brand 
management, among other topics This 
quarterly journal 1s designed to bridge 
the gap between marketing theory and 
practical application Contributed articles 
are peer-reviewed by an experienced and 


highly respected board 
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Journal of 
International Marketing 


Journal of International Mai keting is the foremost 
resource for understanding complex issues 1n 
today’s international business environment. 
Written in a managerially relevant context, it 
provides important insights from the field by 
practicing international business executives Journal 
of International Marketing also presents the most 
current research findings and studies conducted by 
top international scholars 
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Public policy has a profound influence on how 
products and services are marketed In turn, 
marketing, by its very nature, influences public 
policy Journal of Public Policy & Mat keting 
addresses that dynamic, reciprocal relationship 
between marketing and public interest It is read 
by public policymakers 1n federal, state, and local 
government agencies and by academics 7PP&M 

15 peer reviewed for relevance and accuracy Its 
review board represents not only many distinguished 
universities, but also the Federal Trade Commussion 
and the Food and Drug Administration 
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All new for the new you 


The marketing world ts changing and AMA magazines are at the 
forefront of telling their readers what to expect next, how to be 
change proactive rather than reactive, and how to become better 
marketers in today's challenging new marketing environment AMA 
magazines are changing too, bringing you more relevant content in 
more graphically useful ways 


Marketing Management already has an all-new design and new 
content for 2010 CMO profiles and marketing debates in its 
Marketing Farum section are only two of the changes to see 


Marketing Research and Marketing Health Services will be changing 
this year as well, adding more new features, new authors and more 
information designed to educate, inform and elevate you as a marke- 
ter And don't forget Marketing News, AMA's flagship publication 


If you're not subscribing to an AMA magazine, now's the time If 
you're getting one, time for a second or a third AMA members get 
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Internationalization During Times 


of Changing Markets 


Journal of International Marketing 


Internationalization 1s a process of firm expansion into 
new markets. Although a great deal of work has been 
engaged to enhance understanding of firm internation- 
alization, the 1mportance of marketing and marketing- 
related topics 1s often overlooked, thus leaving inter- 
national marketing scholars and practitioners with an 
incomplete understanding of the marketing side of this 
important issue. As such, the purpose of this special 
issue 1s to focus attention on the importance of market- 
ing and marketing-related topics associated with inter- 


New theoretical foundations for 


e Managing cross-market knowledge 


nationalization and its process. It 1s hoped that through 
this special issue, greater theoretical and methodological 
understanding can be gained pertaining to the market- 
ing aspects of internationalization. 


Manuscripts may be conceptual or empirical. All manu- 
scripts should make a substantive contribution to the 
international marketing literature as well as the practice 
of international marketing. 


Topics could include, but are not limited to, the following: 


Behavioral decision theory and 


understanding internationalization 


A marketing perspective for the 
measurement of ınternatıonalızatıon 


Internationalization as a means to 
address the base of the pyramid 


Internationalization's relationship 
with sustainability 


Corporate social responsibility 
during internationalization 


Global market segmentation and 
internationalization 


Forward and backward internation- 
alization Entering and leaving 
markets 


Internationalization and market 
opportunity analysis 


Managing marketing knowledge 
during ınternatıonalızatıon 


Deadline for Submission: February 10, 2012 


Guidelines for the Journal of International Marketing can be found 
at http://www marketingpower.com/jim. 


Manuscripts should be submitted at: 


flows during internationalization 


Contingent market factors influ- 
encing internationalization effec- 
tiveness 


Internationalization efforts of 
emerging market firms 


The role of culture during interna- 
tionalization 


Market orientation’s role ın 1nterna- 
tionalization efforts 


The role of marketing managers 1n 
firm internationalization 


The marketing side of the born 
global vs internationalization 
discussion 


Social media and internattonalization 


market opportunity assessment for 
internationalization 


Organizational theory and interna- 
tionalization efforts 


Institutional theory's role in 
explaining internationalization 


Cross-disciplinary interfaces 
with marketing during internation- 
alization 


Branding challenges during interna- 
tionalization 


The relationship of product diffu- 
sion and internationalization 


Internationalization and new prod- 
uct development Extending existing 
products or creating new products 





David A Griffith 


Editor, Journal of International Marketing 


The John W Byington Endowed Chair in 


Global Marketing 
Department of Marketing 


The El: Broad College of Business 


Michigan State University 


http.//mc.manuscriptcentral.com/ama jim. 


All manuscripts will be entered into the review process beginning 


February 11, 2012 


N370 North Business Complex 
East Lansing, MI 48824-1122, USA 
Tel 517 432 6429 
email: Grıffıth©bus.msu.edu 
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AMA Research & Strategy Summit 2011 Sept 11-14 | Orlando, FL 


Research is undergoing a major transformation That's why the AMA's Annual Marketing 
Research Conference has a new name and a new focus With the role of research 
expanding to include driving strategy and informing critical business decisions, we're bringing 
together the brightest minds in research for elevated discussions and planning We'll examine 
integrating new and existing technologies and methods, the expanding role of research ın 
your organization, the impact of these changes on your Career, and the future of research 


Featured speakers: 


Tony Palmer 
Senior Vice President & Chief Marketing 
Officer, Kimberly-Clark Corporation 


Professor Byron Sharp Re © ister Tod ay 


Director, Ehrenberg-Bass Institute MarketingPower.com /Research 
for Marketing Science, 


University of South Australia 


Kay-Yut Chen 


Principal Scientist, Hewlett-Packard 


lan Lewis 
Director, Research Impact Consulting, 
Cambiar LLC 


Sumita Singh 
SVP. Global Head of Customer Knowledge 
Management, Thomson Reuters 


Jeffrey Mercer 
Ph D , Director of Market Research, Microsoft 


Learn more at 
MarketingPower.com/Research 
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Journal of International Marketing 


Internationalization 1s a process of firm expansion into 
new markets. Although a great deal of work has been 
engaged to enhance understanding of firm internation- 
alization, the importance of marketing and marketing- 
related topics 1s often overlooked, thus leaving inter- 
national marketing scholars and practitioners with an 
incomplete understanding of the marketing side of this 
important issue. As such, the purpose of this special 
issue 1s to focus attention on the importance of market- 
ing and marketing-related topics associated with inter- 


nationalization and its process. It 1s hoped that through 
this special 1ssue, greater theoretical and methodological 
understanding can be gained pertaining to the market- 
ing aspects of internationalization 


Manuscripts may be conceptual or empirical. All manu- 
scripts should make a substantive contribution to the 
international marketing literature as well as the practice 
of international marketing. 


Topics could include, but are not limited to, the following 


New theoretical foundations for 
understanding internationalization 


A marketing perspective for the 
measurement of internationalization 


Internationalization as a means to 
address the base of the pyramid 


Internationalization’s relationship 
with sustainability 


Corporate social responsibility 
during internationalization 


Global market segmentation and 
internationalization 


Forward and backward internation- 
alization Entering and leaving 
markets 


Internationalization and market 
opportunity analysis 


Managing marketing knowledge 
during internationalization 


Deadline for Submission: February 10, 2012 
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encing internationalization effec- 
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Internationalization efforts of 
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Organizational theory and interna- 
tionalization efforts 


Institutional theory’s role in 
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Cross-disciplinary interfaces 
with marketing during internation- 
alization 


Branding challenges during interna- 
tionalization 


The relationship of product diffu- 
sion and internationalization 
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uct development Extending existing 
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Qi Wang & Jinhong Xie 


Will Consumers Be Willing to Pay 
More When Your Competitors Adopt 
Your Technology? The Impacts of 
the Supporting-Firm Base in Markets 
with Network Effects 


Network effects and standards competition introduce significant market uncertainty, creating a substantial 
challenge to the success of Innovating firms Although the literature has highlighted the importance of establishing 
a large installed-user base (the number of users adopting the same product) in such markets, the authors draw 
attention to a different, but potentially important, market force the supporting-firm base, which they define as the 
number of firms supporting the same technological standard They test their proposed hypotheses using data from 
two markets the floppy disk drive and personal digital assistant markets Their results show that (1) consumer 
product valuation is positively affected not only by the installed-user base but also by the supporting-firm base, (2) 
the two positive effects interact with each other and the nature of the interaction changes over the evolution of the 
market (t e , they strengthen each other's impact in the early stage but weaken each other's impact ın the late stage 
of the product lıfe cycle), and (3) not all supporting firms are equally valuable to the Innovator — specifically, 
consumers are affected more by firms exclusively supporting a single standard than by firms supporting multiple 
standards and by incumbents than by new entrants 


Keywords network effects, installed base, supporting-firm base, standards competition, new product development 


etwork effects are becoming increasingly important 
in many marketplaces as information and digital 
technologies have significantly revolutionized the 
economy (Shapiro and Varian 1998) Some examples of 
industries affected by network effects include personal 
computers, software, video games and audio/video players, 
home networking, and many types of online services (e g, 
auctions, gaming, dating, music, social networking) These 
markets exhibit positive network effects because the value 
of a product/service to consumers increases with the number 
of users who have adopted 1t (Katz and Shapiro 1985, 1994) 
This unique characteristic of consumer interdependence 
imposes significant challenges for marketers because con- 
sumers 1n such markets are often reluctant to make adoption 
decisions because of a considerably high level of adoption 
uncertainty In the presence of network effects, the value of 
a product to an early adopter depends on the size of the 
future user base (Katz and Shapiro 1985), implying that, 
when making a purchase decision, a consumer must con- 
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sider not only his or her own preference but also the prefer- 
ences of other (future) consumers This 1s a difficult task for 
consumers because it 1s impossible to accurately predict 
whether the underlying new technology will eventually gain 
market acceptance Furthermore, markets with network 
effects are likely to experience fierce standards wars (e g , 
Betamax and VHS in the home VCR market, the Blu-ray 
and HD-DVD formats in the high-definition DVD player 
market, Apple's iPhone, RIM's Blackberry, Motorola’s 
Droid, and Palm's Pre 1n the smartphone market) Brutal 
standards battles can lead to a “winner-take-all” market out- 
come (Shapiro and Varian 1998), which implies that, com- 
pared with traditional markets, ıt ıs more risky for con- 
sumers to purchase a new product because its cost can be 
exorbitant 1f the technology they purchase or adopt 1s the 
loser 1n a standards war 

Facing such a high level of adoption uncertainty, con- 
sumers tend to delay their purchase and “wait and see" 
(Farrell and Saloner 1986), a tendency that 1mposes high 
start-up risks for innovators To enhance the innovation suc- 
cess 1n such markets, scholars and marketers have devoted 
increasing attention to the “installed-user-base effect” (1e, 
the impact of the number of current adopters on consumers' 
product valuation) For example, researchers have launched 
numerous empirical studies to investigate the installed-user- 
base effect 1n different 1ndustries, such as HDTVs (Gupta, 
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Jain, and Sawhney 1999), VCRs (Ohashi 2003), video 
games (Shankar and Bayus 2003), CD players (Basu, 
Mazumdar, and Ray 2003), and personal digital assistants 
(PDAs, Nair, Chintagunta, and Dube 2004) Collectively, 
these studies provide strong evidence for a positive effect of 
the demand-side support Consumers are willing to pay 
more for products with a larger installed-user base The 
existence of installed-user-base effects has motivated mar- 
keting scholars and practitioners to investigate and apply 
various marketing strategies that facilitate the development 
of ınstalled-user base ın the presence of network effects, 
such as product preannouncement (Bayus, Jain, and Rao 
2001), dynamic pricing (Xie and Sırbu 1995), free licensing 
and product line extension (Sun, Xie, and Cao 2004), and 
comparative advertising (Chakravarti and Xie 2006) 

Different from the existing empirical studies of network 
effects, which have largely focused on demand-side support 
(1 e , the installed-user-base effect), this study brings atten- 
tion to a less explored force that may also significantly 
affect consumers’ product valuation the supply-side sup- 
port Specifically, we define the "supporting-firm base" as 
the number of manufacturers supporting the same under- 
lying technology (1e, they produce hardware products 
based on an innovator’s technology) For example, in the 
VCR market, the supporting-firm base for the Betamax 
standard includes all manufacturers that produced VCRs 
based on Sony’s Betamax standard ! 

We focus our attention on the impact of the supporting- 
firm base on consumers’ product valuation, and our empiri- 
cal study 1s designed to answer the following questions 
First, will consumers be willing to pay more for a product 
with a larger supporting-firm base? A large number of sup- 
porting firms 1mplies that more firms will manufacture and 
sell the underlying product Intuitively, we would expect 
that increasing the number of supporting firms could 
increase the sales of products that are based on the 1nnova- 
tor's technology The greater the number of firms that pro- 
duce the product, the higher 1s the product availability and 
the lower 1s the price However, 1t 1s not clear whether con- 
sumers would actually be willing to pay a higher price as 
more firms join in the innovator's camp The ability to 
increase the value of a product to consumers and to stimu- 
late demand for innovation 1s important to the success of 
any innovating firm and 1s particularly crucial to firms fac- 
ing network effects and standards competition Thus, 
answers to our first question are of significance to both 
research and practitioners 

Second, 1f, as we argue here, consumers are positively 
affected by both the 1nstalled-user base and the supporting- 
firm base, how do the two driving forces interact (eg, 
strengthen or weaken each other's effect)? Does the nature 





INote that our research focuses on supply-side support from 
manufacturers in the same industry Our definition of the supporting- 
firm base does not include the number of makers of compatible 
complementary products (eg, software producers for personal 
computers) It differs from the value net discussed in Srinivasan, 
Lilien, and Rangaswamy (2006), in which the value net refers to 
the suppliers and producers of complementary products that 
deliver utility either directly or indirectly to the customer 
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of this interaction change across the product life cycle? 
Understanding the interaction between the ınstalled-user- 
base effect and the supporting-firm-base effect as well as 
the dynamic pattern of this interaction will allow the inno- 
vator to allocate resources between the forces (1e , gaining 
support from demand side and supply side) optimally and 
dynamically 

Third, are all supporting firms equally influential to 
consumers? If not, what types of firms have the strongest 
positive impact on consumers? Understanding which types 
of supporting firms (e g , incumbents vs newcomers) have 
the strongest impact on consumers will enable the innovator 
to target the most influential supporters and develop a high- 
impact supporting-firm base 

We answer the proposed questions by first developing a 
set of hypotheses regarding the impact of supporting-firm 
base on consumers’ product valuation and factors moderat- 
ing this effect Following previous literature (Zeithaml 
1988), we refer to consumer product valuation as the per- 
ceived value of a product to consumers, which 1s “the con- 
sumer’s overall assessment of the utility of a product based 
on perceptions of what 1s received (e g , quality, volume, 
convenience) and what 1s given (e g , price, time, efforts)” 
(Zeithaml 1988, p 14) We test our theory by empirically 
investigating two markets the 35-inch floppy disk drive 
(FDD) and PDA markets The literature has classified both 
as markets with network effects (Gupta, Jain, and Sawhney 
1999, Nair, Chintagunta, and Dube 2004, Srinivasan, 
Lilien, and Rangaswamy 2004, Wang, Chen, and Xie 
2010), and both experienced intense standards competition 

Our results support the proposed hypotheses and pro- 
vide several important findings First, our empirical analy- 
sis of both markets demonstrates a direct positive influence 
of the supporting-firm base on consumers’ product valua- 
tion, suggesting that consumers would actually be willing to 
pay a higher price as more firms join 1n the innovator's 
camp 2 To our knowledge, this 1s the first empirical evi- 
dence of a direct positive impact of supply-side support on 
consumers This finding calls for more attention from 
scholars and marketers to supply-side issues to stimulate 
demand and overcome the start-up problems in markets 
with network effects 

Second, we find that the two driving forces in markets 
with network effects, the ınstalled-user-base effect and the 
supporting-firm-base effect, strengthen each other’s effects 
(1e, they have a complementary relationship) when a new 
technology 1s first introduced but weaken each other's 
effects (1e, they have a substitutive relationship) as the 
market evolves The existence of such a contingent 1nterac- 
tion effect can be expected to motivate innovating firms to 


2Recent marketing literature has illustrated how consumer will- 
ingness to pay can be derived using the estimates of consumer util- 
ity function (product valuation) based on a choice model (eg, 
Tedidi and Jagpal 2009, Jedidi and Zhang 2002) Following this 
literature, we first propose and test the impacts of supporting-firm 
base on consumer product valuation and then address the impact of 
the supporting-firm base on consumers’ willingness to pay (for a 
detailed discussion, see the “Discussion and Conclusion” section) 


design their demand-side and supply-side strategies jointly 
and dynamically over the product life cycle 

Finally, our results from the two markets reveal that con- 
sumers are affected not only by the size of the supporting- 
firm base but also by who the supporting firms are Specifi- 
cally, firms that exclusively support a new technology 
influence consumers more than those supporting multiple 
standards, and incumbents exert more influence than new- 
comers on consumer product valuation These findings 
offer managerial guidance to innovating firms on how to 
effectively build the most ımpactful supply-side support 

This study contributes to both the literature on network 
effects and the literature on strategic alliance To our knowl- 
edge, this 1s the first study 1n the literature of network effects 
to formally define the concept of the supporting-firm base 
and provide theoretical and empirical evidence supporting (1) 
a positive impact of the supporting-firm base on consumers’ 
product valuation and (2) the contingent interaction between 
the ınstalled-user base and the supporting-firm base Such 
new evidence has the potential to stimulate more theoretical 
and empirical questions regarding the supporting-firm-base 
effect, an 1mportant but less-understood market force in 
markets with network effects This study also contributes to 
the literature on strategic alliance, which, 1n contrast, has 
shown various benefits of strategic alliance, such as 
increasing firms’ financial values and facilitating market 
expansions, to partnering firms (e g , Oxley, Sampson, and 
Silverman 2009, Swaminathan and Moorman 2009) Our 
research proposes and illustrates a new function of manu- 
facturers’ coalition in markets with network effects directly 
increasing the value of an innovation to consumers 

This study offers some useful guidance to marketers 
First, our findings underscore the idea that to successfully 
establish demand for an innovation, marketers need to pay 
close attention to supply-side issues This insight 1s espe- 
cially important given that, traditionally, marketing actıvı- 
ties are more centered on demand-side issues Second, our 
results illustrate the benefit of designing the demand-side 
and supply-side strategies jointly and dynamically We also 
offer some specific suggestions for innovating firms 1n mar- 
kets with standards competition (e g , aggressively pursuing 
support from both demand and supply side at the early stage 
but focusing on only one, not both, 1n the late stages of the 
product life cycle) Finally, our findings identify three spe- 
cific dimensions that are critical for the innovator wanting to 
build an impactful supporting-firm base (1) size— pursuing 
support from a large number of manufacturers, (2) loyalty 
degree— building a supporting-firm base with a high per- 
centage of single-standard supporters, and (3) incumbency 
level—securing strong support from industry incumbents, 
even if this would be more costly than simply targeting the 
newcomers 

We organize the rest of this article as follows We first 
discuss the theoretical background and then develop our 
hypotheses We then introduce our model and present our 
empirical analyses Finally, we discuss contributions, mana- 
gerial implications, and opportunities for further research 


Theoretical Background and 
Hypotheses Development 


Effects of the Supporting-Firm Base on 
Consumers 


We propose that firms adopting an innovator’s technology 
contribute more than simply selling products compatible 
with its technology (1 e , helping achieve the current market 
share of its platform) A large number of supporting firms 
can directly enhance potential consumers' willingness to 
pay for the technology because a large number of support- 
ing firms to a new technology can create three aspects of 
value to consumers (1) 1nformation value, (2) commitment 
value, and (3) competition value, each of which reduces 
consumers' uncertainty about the future success of the 
underlying technology and thus enhances their perceived 
product value 

First, the supporting-firm base for a new technology cre- 
ates 1nformation value, which signals 1ndustry confidence in 
that technology and ın turn increases consumers’ product 
valuation Because of information asymmetry, firms may 
know more about the (dis)advantages of the underlying 
technology and its relative market position 1n winning the 
standards competition than consumers, whereas the latter 
may know more about their own preferences than the for- 
mer If consumers believe that, 1n general, firms have more 
information about the relative advantages of competing 
technologies than they do, then strong support for a specific 
technology from manufacturers could signal supply-side 
confidence 1n the technology For example, 1n the technol- 
ogy strategy literature, Swann (1987, p 245) suggests that 
the existence of a good number of firms supporting a tech- 
nology can serve as an informational externality regarding 
the status of this technology as a future industry standard 
Such a signal can be credible because it 1s not 1n firms’ best 
interest to invest 1n the technology if there 1s little chance of 
surviving a standards war 

Second, a large number of supporting firms for a new 
technology can create commutment value, which can 
1ncrease the chance of the technology's survival and success 
in the standards competition As we mentioned previously, 
markets with network effects and standards competition 
impose significantly high uncertainty to consumers, which 
reduces their willingness to pay for a new technology 
(Chakravartı and Xie 2006) As a result, consumers tend to 
postpone purchases until such market uncertainty 1s 
resolved Furthermore, unlike traditional markets, 1n. mar- 
kets with network effects, consumers often are required to 
choose not only a brand but also a technological standard 
(e g , Betamax vs VHS for VCRs, DVD vs Divx for DVD 
players, Word vs WordPerfect for word processing soft- 
ware, Blu-ray vs HD-DVD for high-definition DVD play- 
ers) 3 It can be costly to consumers, however, if they select 
the losing standard The standards battle that occurred 1n the 


3Consistent with Srinivasan, Lilien and Rangaswamy (2006), 
we refer to the technological standard as the technical specifica- 
tions for compatibility, adaptability, and connectivity that are 
required for the proper functioning of products 
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early 1980s in the VCR maiket 1s an illustrative example 
(Cusumano, Mylonadis, and Rosenbloom 1992) When 
Sony, the first mover, finally stopped manufacturing its 
Betamax machine as a result of the competition between it 
and the incompatible VHS player made by the later entrant, 
JVC, videotape manufacturers stopped making tapes for the 
Betamax machine, and Betamax VCR owners lost the value 
of their investment A recent example 1s the standards battle 
between DVD and Divx, two technologies that use spinning 
disks for storing and playing music, videos, and software 
The DVD was introduced in May 1997 Within a year, the 
incompatible Divx also entered the market, and 90,000 
machines were sold in the first three months of national 
availability (Crothers 1999) A strongly contested standards 
battle ensued between the makers of DVD and Divx for 
market dominance In less than two years, DVD prevailed 
and Divx ceased production All Divx discs that were unsold 
at the end of the summer of 1999 were destroyed, and own- 
ers of Divx machines lost the value of their investment 

Over the past several decades, we have observed many 
unsuccessful technological standards, including CBS’s Color 
Television, Sony's Betamax, Philip's digital compact cassette, 
Sony's Minidisk, and IBM's Token Ring for LAN standard 
While the cost to consumers who purchase a product that 
later loses a standards battle can be high, 1t 1s extremely dif- 
ficult to predict the survival chances of the technology 
when making an adoption decision. Such uncertainty can 
significantly reduce consumers' confidence and lower their 
product valuation However, consumers' confidence/product 
valuation can be boosted 1f they observe strong support for 
the technological standard from a large number of firms 
(Wade 1995) because winning a standards battle 1s more 
likely when more firms collectively make efforts to pro- 
mote and develop the technological standard 

Third, a large number of supporting firms also creates a 
price-competition effect, which increases the future installed- 
user base As we argued previously, one of the most impor- 
tant features in markets with network effects and standards 
competition 1s the future installed-user base In such markets, 
consumers are concerned not only with how many adopt a 
certain technology but also with how many will adopt it in 
the future, so that they can avoid being stranded ın a lost 
technology Even if surviving a standards war 1s not a major 
concern (eg, ın markets without competing standards or 
with the coexistence of multiple standards targeting differ- 
ent market segments), consumers still face a significantly 
high level of uncertainty because their adoption value 
depends on the size of the future user base of the product, 
which 1s difficult to predict For example, the value of a fax 
machine to early adopters depends on its future market 
acceptance level, the more fax machines that are sold, the 
more direct communication partners a fax machine owner 
can have Although the standards battle between the Blu-ray 
and HD-DVD formats ın the high-definition DVD player 
market was recently settled by the exit of the HD-DVD for- 
mat from the market, there 1s still significant uncertainty 
about future market acceptance of Blu-ray technology in 
face of incoming challengers (e g , Video on Demand, 
IPTV, and Internet downloading, which might leapfrog the 
high-definition standard, Greenstein 2008) Given the 
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interdependence between product value to current buyers 
and the potential future market penetration level, consumers 
should incorporate their expectations of the future ınstalled- 
user base of the new technology into their adoption deci- 
sions (Shapiro and Varian 1998) Clearly, ıt ıs difficult for 
individual consumers to predict the future market success 
of a specific new technology based on their own knowledge 
and information However, a large supporting-firm base 
may indicate greater future market potential because intense 
price competition will lead to a lower price and thus a 
higher potential total market adoption 

Several theoretical studies 1n the economics and market- 
ing literature have shown that, 1n the presence of network 
effects, the value of a product to consumers may be affected 
by the number of firms supporting the same technological 
standard because of their high expectation of its future net- 
work size For example, Katz and Shapiro (1985) prove that 
consumers are willing to pay a higher adoption price for a 
product 1n a competitive market than 1n a monopoly market 
because they expect that the future network will be larger 
(and thus they will gain a higher total adoption benefit) 1n a 
market with competing vendors than 1n one with a sole ven- 
dor Sun, Xie, and Cao (2004) extend such an analysis to 
product-line decisions Their analysis shows that the 1nno- 
vator may achieve a larger future network by free-licensing 
its technology to “clone” product makers than by extending 
its own line because the former leads to a competitive mar- 
ket whereas the latter leads to a monopoly market As a 
result, consumers form a higher product valuation for the 
innovator's product under a free-licensing strategy than 
under a product-line strategy Economides (1996) analyzes 
an oligopoly market and proves that a positive relationship 
exists between the number of imitators and the realized 
future network size 

In summary, a large supporting-firm base 1mplies both a 
higher level of industry support for the technology (1e , the 
supporting firms are allies) and a high level of price compe- 
tition within the standard (1e, the supporting firms are 
rivals) From the perspective of allies, a larger supporting- 
firm base enhances the chance for the technology to win a 
standards battle From the perspective of rivals, a larger 
supporting-firm base intensifies price competition and leads 
to a larger future-user base Both suggest that, 1n the pres- 
ence of network effects, consumers may value a product 
more when more firms support its technology Formally, 


H, In the presence of network effects, consumer product valu- 
ation 1s positively related to the size of the supporting- 
firm base 


Interaction of Supporting-Firm Base and İnstalled- 
User Base 


The literature on network effects has empirically demon- 
strated that consumers’ valuation of a new technology 1s 
positively affected by the size of the current installed-user 
base (e g , Basu, Mazumdar, and Ray 2003, Gupta, Jain, and 
Sawhney 1999, Nair, Chintagunta, and Dube 2004, Ohashi 
2003) If the positive supporting-firm-base effect predicted 
in H, exists, consumers 1n markets with network effects are 
thus affected by two driving forces the 1nstalled-user base 


and the supporting-firm base To successfully introduce 
new products in such markets, firms must strategically 
manage these two forces and understand if and how they 
interact 

Given the unique characteristics of markets with net- 
work effects and standards competition, we expect that the 
ınstalled-user-base effect and the supporting-firms-base 
effect interact with each other and that the nature of this 
interaction 1s not fixed but rather changes as the market 
evolves Specifically, we propose a contingent view The 
interaction relationship 1$ complementary when the product 
1s first introduced but then becomes substitutive as the mar- 
ket evolves 

A complementary relationship between the supporting- 
firm base and the installed-user base implies that they will 
strengthen each other's impact on consumers Notice that 
the 1nstalled-user base and the supporting-firm base reveal 
information from different perspectives (1e , the demand 
vs the supply side) Because of information asymmetry, 
consumers may know more about their own preferences, 
whereas firms may know more about the (dis)advantages of 
the underlying technology and its relative market position 
in winning the standards competition than consumers do In 
markets with network effects, success 1s not possible unless 
the technology gains support from both the demand and 
supply sides, because neither alone can create a large future 
network The failure of the HD-DVD 1s an example in 
which the technology failed to gain support from con- 
sumers even though it had strong support from industry 
(approximately 133 firms supported its standards, including 
Toshiba, Microsoft, Intel, HP, NEC, Studio Canal, and Unı- 
versal, among others) The failure of Sony's Betamax 1s an 
example ın which the technology failed to gain support 
from industry, though it had generated a dominant market 
share after four years on the market These examples sug- 
gest that the supporting-firm-base effect and the installed- 
user-base effect may be dependent on each other and may 
strengthen each other’s impact 

Such a complementary relationship between the 
installed-user base and the supporting-firm base 1s likely to 
occur at the early stage of new product introduction 
According to the accessibility-diagnosticity model (eg, 
Feldman and Lynch 1988), whether consumers will use a 
piece of accessible information for their decision making 
depends on the diagnosticity of the information When a 
new product 1s introduced, little information exists about 
the market reaction to the innovation from either the 
demand or the supply side The size of the initial installed- 
user base 1s more likely to reflect consumers’ preferences 
independent of firms’ preferences, and the size of the initial 
supporting-firm base 1s more likely to reflect the prefer- 
ences of the supply side independent of consumers' prefer- 
ences This suggests that both pieces of information have a 
high level of diagnosticity 1n the introductory stage of the 
product life cycle Moreover, support from one side 1s likely 
to have a stronger impact on consumers' confidence when 
there 1s also strong support from the other side (1e , they 
can enhance each other's diagnosticity), especially ın the 
introductory stages, when consumers face overwhelming 
uncertainty and little other information 1s available This 


suggests a complementary relationship between the installed- 
user base and the supporting-firm base ın the stage of prod- 
uct introduction 

As the market evolves, the complementary relationship 
between the two market forces may become weaker as con- 
sumers become more confident about the signals they 
receive from either side (demand-side or supply-side sup- 
port) Thus, they will value the product more when observ- 
ing either a larger user base or a larger firm base, not neces- 
sarily both This implies that as the market grows, the 
installed-user-base effect and the supporting-firm-base 
effect become less complementary 

Finally, as the market further develops, this relationship 
may become substitutive A substitutive relationship 1s possi- 
ble because both the installed-user base and the supporting- 
firm base serve the same function reducing consumers’ 
uncertainty about the future success of the technology A 
large current installed-user base increases potential buyers’ 
expectation of a large future installed-base because it 
reduces their uncertainty about market acceptance of the 
technology In contrast, a large supporting-firm base also 
increases potential buyers’ expectation for a large future 
installed-user base because 1t signals manufacturers’ confi- 
dence in the technology and indicates a high likelihood of 
success for the technology 1n a standards war Because both 
the ınstalled-user base and the supporting-firm base increase 
consumers’ confidence about future success, they can have 
a substitutive relationship such that each will be more (less) 
influential when the other 1s small (large) Such a substi- 
tutability between the installed-user base and the supporting- 
firm base 1s more likely to arise 1n the later stage of the 
product life cycle because the firm-base may affect con- 
sumers' product adoption decision and the user base may 
affect firms’ technology adoption decision Over time, the 
information revealed from one source will also reflect the 
information from the other source As a result, the two types 
of information become increasingly more substitutable 
Based on the preceding discussion, we formally hypothe- 
size the following 


Hə In the presence of network effects, there exists an 1nterac- 
tion effect between the supporting-firm base and the 
installed-user base, and the nature of such interaction 
changes as the market evolves Specifically, (a) the two 
driving forces are complementary ın the product introduc- 
tory stage, such that each has a stronger umpact on con- 
sumers' product valuation when the other 1s larger, (b) 
such a complementary relationship becomes weaker as the 
market evolves, and (c) the two driving forces are substi- 
tutive in the later stages of the product life cycle, such that 
each has a weaker impact on consumers’ product valua- 
tion when the other 1s larger 


Incumbents Versus New Entrants 


Previously, we argued that a supporting-firm base can cre- 
ate both information value and commitment value, which 
increase consumers’ valuation of a new technology Com- 
pared with new entrants in the supporting-firm base, we 
expect that incumbents create higher information and com- 
mitment values 
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First, when adopting a new technology, it 1s often more 
difficult for incumbents to make the adoption decision than 
for new entrants This 1s because incumbents often face 
higher nsks ın cannıbalızıng existing products and their 
employees often face more challenges in transferring tech- 
nological know-how from the existing product to the new 
one (Mitchell 1989) Compared with firms new to the 
industry, incumbents need to be more confident about the 
potential of the technology (e g , there 1s a sufficient chance 
to offset lost sales from the existing product and attract new 
growth opportunity) before deciding to support the new 
standard This implies that support for the new technology 
from incumbents 1s a stronger and more credible indication 
of supply-side confidence than that from new entrants As a 
result, the former should have a greater impact on con- 
sumers’ product valuation than the latter 

Second, the literature on organizational behavior has 
shown that incumbents tend to outperform new entrants 1n 
their long-term market share, and the former have survival 
advantages due to the specialized assets that they possess 
relative to the latter (e g , Mitchell 1991) For example, 
when a new technology 1s introduced, specialized assets 
will be required in areas such as manufacturing, distribu- 
tion, after-sales service, and complementary product devel- 
opment (Mitchell 1991) Consequently, incumbents can 
take advantage of their specialized assets to increase their 
potential for success when commercializing the new tech- 
nology Incumbents' advantages 1n survival and performance 
imply that their support creates a higher commutment value 
than that of new entrants Formally, 


H, In the presence of network effects, consumer valuation of 
a product 1s positively related to the percentage of incum- 
bents among the total number of its supporting firms 


Single-Standard Supporters Versus Multiple- 
Standard Supporters 


In markets with network effects, a new technology often 
faces intense competition from rival standards (e g , at the 
time of introduction, the Blu-ray DVD technology was fac- 
ing competition from traditional DVD and HD-DVD tech- 
nologies) The high uncertainty 1nvolved in standards com- 
petition may motivate an imitating firm to support multiple 
competing standards simultaneously to minimize its own 
risk Whereas investing 1n multiple standards provides sup- 
porting firms an opportunity to switch when the standards 
competition has been decided, investing 1n multiple stan- 
dards conveys confusing signals to consumers about which 
technology may have a better chance to win a standards bat- 
tle The imitating firms will support a single technology 
only if the firm 1s sufficiently confident about its potential 
success Thus, supporting multiple standards creates a 
lower information value to consumers than supporting a 
single standard 

Furthermore, because single-standard supporters bear 
much higher risks than multıple-standard supporters, it 1s 
more credible that the former will fully devote their market- 
ing efforts to promote the technology they support Accord- 
ing to the signaling literature, the credibility of a signal 
depends on the commitment firms make and whether the 
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commitment incurs irreversible costs (Heil and Robertson 
1991) The irreversible and genuine investment made by 
single-standard supporting firms signals a more credible 
commitment to consumers, which ın turn increases the 
commitment value to the consumer Therefore, the “loyalty 
level” of the supporting-firm base (1e , the percentage of 
firms exclusively supporting a new technology among all 
supporting firms) can serve as an indicator of overall confi- 
dence from the supply side regarding the new technology 
Accordingly, consumers may 1ncrease their product valua- 
tion when an increasing number of firms exclusively sup- 
port the underlying technology Formally, 


H, In the presence of network effects and standards competi- 
tion, consumer valuation for a product 1s positively related 
to the percentage of single-standard supporters among tbe 
total number of supporting firms 


Model 


The literature on network effects has tested the impact of an 
installed-user base on demand (consumer utility) using a 
choice model (eg , Nair, Chintagunta, and Dube 2004, 
Ohashi 2003) Duscrete-choice models are a common, 
tractable, and parsimonious method for obtaining the 
desired structure on demand ın econometrics (Berry 1994) 
Compared with the traditional regression model, a choice 
model for product demand allows the researcher to directly 
model consumer utility (1e , consumer product valuation) 
and can apply to both aggregate and individual demand 
data In this study, we adopt the same modeling approach 
but extend the demand model by incorporating other 
variables related to our core concept, the supporting-firm- 
base effect 
Specifically, we test and compare two models 


eModel 1 (the benchmark model) follows the literature to 
model consumer utility for a product as a function of the 
product attributes, price, and ınstalled-user base 


(1) Uy” Bo + Y xad e ÕP jt + YUB, -1 + git + Eyt = Uy + eut 
k 


«Model 2 (the proposed model) extends Model 1 by adding 
additional variables, including the supporting-firm base, 
the interaction terms between the ınstalled-user base and the 
supporting-firm base, and the percentages of 1ncumbents and 
single-standard supporters 


(2) Uy = Bo + Y Xa — OP, + YUB, -1 + 0) FB, -1 + O2FB, _ , 
k 


x UB, .., + 64FB,.., X UB, i x TIME + G,RINCMB,. ; 


In both models, u,, 1s the utility of consumer 1 for prod- 
uct j at time t, X, 1s the kth attribute for product j at time t, 
Py 18 price for product j at time t, and UB, _ ; 1s the cumula- 
tive sales at tıme t — 1 (1e , a measurement of the consumer 
installed base) The term Sir captures the unobserved char- 
acteristic for product j at time t, and £y, captures the unob- 
served characteristic across product ) and consumer 1 at 


time t, where £y, 1s assumed to follow a double exponential 
distribution 1ndependent and identical across products and 
consumers (McFadden 1986) Model 2 has five additional 
variables FB, . , denotes the number of firms supporting 
the 1nnovator's technology at time t — 1 (1e , a measurement 
of the supporting-firm base), FB, ; x UB.) and FB) X 
UB,..; X TIME denote the interaction between the ınstalled- 
user base and the supporting-firm base and the interaction 
over time, RINCMB, . ; denotes the percentage of 1ncum- 
bent firms in the supporting-firm base, and RSTECH, . , 
denotes the percentage of firms supporting only the ınnova- 
tor's technology standard in the supporting-firm base 

We allow consumers to have the option of purchasing 
an outside product j = 0 (e g , an option of no purchase) and 
normalize the utility of the outside products to O across 
time Following McFadden (1974), the market share for 
product ) at time t 1s given by 


_ exp(uy) B 1 
(3) Sy = —< — ——. ] ¥ 0, and sq, = — wa J = 0, 
1 03 exp(u,) 1 23 exp(u,) 
J J 


where s, and so; denote the market share of product j and 
outside product j = 0 According to the market share equa- 
tions mentioned previously, we can derive the demand 
equation for estimation as 


(4) In(sy/so) = Uy 


In the following section, we first estimate Equation 4 
using data from the 3 5-1nch FDD market With the esti- 
mated Equation 4, we can write the estimated utility func- 
tion (Equation 2) and test hypothesis Hi-H, Then, we valı- 
date our key findings using data from the PDA market 


Empirical Analysis 
The 3.5-Inch FDD Market 


“A floppy disk 1s a data storage device that comprises a cır- 
cular piece of thin, flexible magnetic medium encased 1n a 
square or rectangular plastic wallet" (Wikipedia 2011) In 
the 1980s and 1990s, floppy disks were ubiquitously used 
to distribute software, transfer data between computers, and 
create small backups With the increasing popularity of per- 
sonal computers 1n the 1980s, small size and ease of carry- 
ing and displaying were becoming the major concerns of 
computer manufacturers and, thus, of disk drive manufactur- 
ers Before Sony's introduction of the 3 S-ınch FDD ın 1981, 
there were two main FDDs (1) 8-inch disk drives, which 
were introduced 1n 1967 by IBM and were mainly used in 
mainframe computers and minicomputers, and (2) the 5 25- 
inch disk drives, which were introduced by Shugart in 1976 
and were mainly used in mini- and microcomputers 

Sony used a single-crystal ferrite head ın its 3 S-ınch 
FDD instead of the polycrystal ferrite head used in the 8- 
inch and 5 25-inch disk drives The single-crystal ferrite 
head is lighter, more stable, and more reliable than the poly- 
crystal ferrite head With this stable and reliable read/write 
head, Sony was able to put the same number of tracks a 
5 25-inch disk (80) could contain on a much smaller 3 5- 
inch disk and still maintain equal or even greater reliability 


than with the 5 25-inch and 8-inch disk drives (see Valigra 
1981) As a result, disk density increased from 48 to 135 
tracks per 1nch, while disk size greatly decreased 

Along with the introduction of Sony's 3 5-inch disk 
drive, many other micro-floppy disks contended for the 
micro-FDD market standard, two of which — the 3-ınch and 
3 25-inch drives— were major competitors to the 3 5-1nch 
FDD In addition, IBM, as a FDD industry incumbent, was 
also expected to introduce a 4-inch disk drive on an 
unknown schedule These FDDs with different sizes were 
incompatible because disks could only be loaded into the 
appropriately sized drive With these different sizes of FDDs 
competing 1n the market, there was considerable confusion 
as to which size the FDD industry would eventually adopt 

To build its technology as the industry standard, as 
reported ın Mını Micro System (Valigra 1981) and Disk 
Trend Report (Porter 1983), Sony was willing to license its 
technology to US manufacturers On January 11, 1983, the 
New York Times also reported that "the Sony Corporation 
announced in Tokyo that it and 12 other manufacturers of 
the FDD 1n Japan and the United States had agreement to 
support a mutually compatible format for 3 5 inch floppy 
disks they market or will market 1n the near future " As a 
result, as many as 27 other manufacturers adopted Sony's 
technology and produced 3 5-inch FDDs 1n the same mar- 
ket Five years later, Sony's 3 5-ınch disk drive eventually 
became the industry standard (for annual sales of 3 5-ınch, 
5 25-inch, and other competing micro-FDDs [2-inch, 2 5- 
inch, 3-1nch, and 3 25-inch], see Figure 1) 


Data We collected data from the 3 5-ınch FDD markets 
to examine the proposed supporting-firm-base effects The 
FDD industry was subject to strong network effects because 
different types of drives in this market were not inter- 
changeable (1e , files could not be shared), and the value of 
a given type of disk drive depended on the number of 
people who adopted this drive Data were collected from 
Disk Trend Report 4 a leading annual market research publi- 
cation 1n the disk drive 1ndustry Disk Trend Report 1s con- 
sidered a highly reliable and complete source for the disk 
drive industry data (Christensen, Suarez, and Utterback 
1998, Lerner 1997) 

We collected a total of 170 observations of 3 5-inch 
FDD firms from 1983 to 1998 Variables used 1n the bench- 
mark model (Model 1) are price, 1nstalled-user base, and 
product attributes, such as disk density (Den), track-to-track 
ume (TT), and a dummy variable, Dgony Additional 
variables that are relevant to our hypotheses and incorpo- 
rated 1n the proposed model (Model 2) are supporting-firm 
base, the interaction between the installed-user base and the 
supporting-firm base, and the percentages of incumbents 
and single-standard supporters We describe the variable 
measurements 1n the following subsections 


Installed-user base and supporting-firm base Follow- 
ing the literature on network effects (e g , Brynjolfsson and 
Kemerer 1996), we measured the ınstalled-user base for the 
3 5-ınch FDD technology as the cumulative sales of 3 5- 





^We thank James Porter for his generous offer of the series of 
Disk Trend Report 
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FIGURE 1 
Annual Sales of 3.5-Inch and Other Competing FDD 
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inch FDDs ın the previous time period We measure the 
supporting-firm base for the 3 5-inch FDD technology 
using the total number of 3 5-inch FDD firms 1n the previ- 
ous period The number of firms that produced 3 5-ınch 
FDDs varies over time from a minimum of 5 firms to a 
maximum of 29 firms 


Percentage of incumbents Following the literature, we 
defined a firm as incumbent if ıt also produced a product 
that belonged to the previous generation (e g, Mitchell 
1991, Mitchell and Singh 1993, Srinivasan, Lilien, and 
Rangaswamy 2004) In our data set, the supporting firms of 
3 5-ınch FDD manufacturers are the incumbents if they also 
produced 5 25-inch FDDs We then measured the percent- 
age of incumbents by the ratio of the number of incumbents 
to the total number of firms that supported 3 5-1nch FDDs 


Percentage of single standard supporting firms During 
the time period when the 3 5-1nch FDD technology was 
introduced, there were competing standards from the previ- 
ous generation, such as the 5 25-inch FDD, invented by 
Shugart Associates in 1976 (Srinivasan, Lilien, and Ran- 
gaswamy 2004), and from the same mıcrofloppy generation 
such as 2-ınch, 2 5-ınch, 3-ınch, and 3 25-inch FDDs (Disk 
Trend Report 1985) Thus, we measured the percentage of 
single-standard supporting firms (RSTECH) by the ratio of 
the number of firms supporting only the 3 5-1nch FDD to 
the tota] number of supporting firms (that might support 
either only the 3 5-ınch FDD or both the 3 5-inch FDD and 
other standards) 


Other variables We used the measurements provided ın 
Disk Trend Report for product attribute variables For 
example, disk density is measured as number of disk tracks 
per inch, and the track-to-track time 1s measured as mıllı- 
seconds spent from one track to another We used the aver- 
age price of each FDD manufacturer's product 1n our esti- 
mation The average price 1s derived as the revenue (in 
dollars) divided by sales volume To capture the dynamics 
of the 1nteraction effect between the demand- and the sup- 
ply-side support, we used a variable TIME to measure the 
time interval since the 3 5-1nch FDD was first 1ntroduced 


8 / Journal of Marketing, September 2011 


We also incorporated a dummy variable, Dgony, to capture 
the brand name effects associated with the 3 5-1nch FDD 
ınnovator, Sony The dependent variable ın the estimation 1s 
In(s) — In(So,)—that 1s, the natural logarithm of market 
share for each manufacturer ın the 3 5-ınch FDD market, 
subtracting the logarithm of market share for outside 
options We measured the market share of each product, 
including outside options, as the annual sales of each prod- 
uct divided by the FDD market size, where the FDD market 
size 1s measured as the total market sales of the whole FDD 
market, including 8-, 5 25-, 4-, 3 5-, 3 25-, 3-, and 2-inch, 
as well as high-density, FDDs, in each year from 1976 to 
1998, subtracting the realized sales from the previous years 
To increase the interpretability of the parameter esti- 
mates, we mean-centered the continuous variables such as 
the 1nstalled-user base and the supporting-firm base (Srını- 
vasan, Lilien, and Rangaswamy 2008) Table 1, Panel A, 
summarizes the descriptive statistics of these variables 


Result We present our estimation results of the bench- 
mark model and the proposed model (Model 1 vs Model 2) 
in Table 2 To ease comparison, we first estimate the two 
models using the same (least-square) estimation method 
(see Columns 1 and 2 1n Table 2) As we show 1n Table 2, 
Model 2 significantly 1mproves the goodness of fit com- 
pared with Model 1 (log-likelihood ratio = 34 360, d f = 5, 
p « 01), suggesting that 1ncorporating the 1mpacts of the 
supporting-firm base significantly 1mproves tbe goodness 
of model fit 

Although using the same estimation method allows us 
to explicitly compare the two models, we need to be aware 
of a potential endogeneity issue related to the estimation of 
Model 2 To address this potential issue and examine the 
robustness of our results, we further reestimate Model 2 using 
a two-stage estimation procedure, a widely used methodol- 
ogy ın econometrics, to count for potential endogeneity 
(Heckman 1976, Singh and Zhu 2008) Specifically, 1n the 
first stage of estimation, we first estimate the supporting- 
firm-base equation (1 e , the number of supporting firms) as 
a function of exogenous demand and cost variables and 
then derive the correction term to correct the potential cor- 


T_T — 


TABLE 1 
Variable Definition and Descriptive Statistics 


Variable Definition M SD 
A: The 3 5-Inch FDD Market (N = 170) 
Sales Product sales of each firm (in millions of units) 2 647 3 841 
Price Average price for each 3 5-inch FDD model ($/1000 units) 47 654 27 064 
Installed-user base Installed-user base, measured as cumulative sales at the previous period 146 856 57 593 
(in millions of units) 
Supporting-firm base Supporting-firm base, measured as number of supporting firms for each 19 553 5 143 
size of disk drives at the previous period 
RINCMB Percentage of incumbent firms in the supporting-firm base for each 946 133 
size of disk drives at the previous period 
RSTECH Percentage of single-standard supporters in the supporting-firm base for 311 109 
each size of disk drives at the previous period 
Density The number of tracks per inch on each side of FDD 132 592 7 793 
Track to track The milliseconds spent from one track to another 3 625 1 342 
Dson 1 if the firm is Sony, and O if otherwise 094 293 
TIM Time interval since 1983, the beginning year of our data 8 071 4 099 
B- The PDA Market (N = 6187) 
Sales Product sales of each firm (in millions of units) 001 007 
Price Average price for each PDA model 287014 329734 
Installed-user base Installed-user base, measured as cumulative sales in the previous period 8 766 6 390 
(in millions of units) 
Supporting-firm base —— Supporting-firm base, measured as number of supporting firms for each 11 372 5 848 
operating system in the previous period 
RINCMB Percentage of incumbent firms in the supporting-firm base for each 112 070 
operating system in the previous period 
RSTECH Percentage of single-standard supporters in the supporting-firm base for 820 121 
each operating system in the previous period 
SFTW The natural logarithm of the number of software available for each 7 332 226 
operating system at the previous period 
Palm OS 1 if Palm operating system is used in the PDA model and 0 if otherwise 486 500 
Wireless 1 if wireless connection is provided and 0 if otherwise 383 622 
Bluetooth 1 ıf Bluetooth connection is provided and 0 if otherwise 294 455 
RAM Size of RAM provided in the PDA model (in megabytes) 40 232 31 455 
CPS Processor speed (in MHz), from 16 MHz to 206 MHz 218885 161 751 
Slot Number of expansion slots available in the PDA model 1 101 595 
Color 1 if the PDA model provides color display and 0 if otherwise 797 402 
Battery 1 if the PDA model has built-in lithium battery and 0 if otherwise 893 309 
Area Surface area of the PDA model, measured as height of model x width of 14 859 6 266 
model (ın square inches) 
Weight Weight of the PDA model (in ounces) 6 809 4 771 
Seasonality 1 when it is in December and January of every year 163 369 
Casio 1 if the firm is Casio and 0 if otherwise 030 171 
Compaq 1 if the firm is Compaq and 0 if otherwise 053 224 
Handspring 1 if the firm is Handspring and O if otherwise 071 258 
HP 1 if the firm is HP and O if otherwise 227 419 
Palm 1 if the firm is Palm and O if otherwise 204 403 
Sony 1 if the firm is Sony and O if otherwise 165 371 
TIME Time interval since January 2003, the beginning month of our data 24 033 14 324 


0005 —-—-—— 1-disi- deri dg cnr duode ó cc EM. urba ———.—..—— T d dfi qe SEM Qd 
Notes The installed-user base (measured as cumulative sales) increases with time, but the supporting-firm base (measured as the existing 
number of supporting firms) follows an inverted U-shaped dynamic, first increasing and then decreasing as a result of market saturation 
and competition from the next-generation technology (e g , the high-definition disk drives) This difference suggests that their correlation 
ıs likely to be time varying— specifically, positive in the early stage when both increase with time but negative in the late stage when the 
user base still increases but the firm base decreases Our FDD data illustrate such a time-varying correlation pattern 378 (from the 1st 
to the 5th year), — 83 (from the 6th to the 11th year), and — 939 (from the 12th to the 16th year) Because our PDA data cover only a 
relatively short later stage of the product life cycle, the correlation between the installed-user base and the supporting-firm base is nega- 


tive (— 941) 


relation between the error terms 1n Equation 2 and in the 
supporting-firm-base equation In the second stage of esti- 
mation, we then incorporate the correction term in Equation 
2 Appendix A reports the technical details for correcting 
endogeneity 1n the estimation of Model 2, and the third col- 
umn of Table 2 presents the estimation results for Model 2 
using the two-stage estimation procedure 


Comparing the third and the second column ın Table 2 
(1e, estimation of Model 2 with vs without correcting 
endogeneity), we find that they have the same qualitative 
pattern of the parameter estimations, but the significance of 
the estimation 1s improved when endogeneity 1s corrected 
Therefore, our subsequent discussion of the results of Model 
2 refers to the estimation results reported 1n the third column 
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TABLE 2 


Estimation Results Using the 3.5-Inch FDD Data 
Eu ee . 5... 
Model 2 


With Supporting-Firm Base 





Model 1 

Without Without Correcting With Correcting 
Variable Supporting-Firm Base Endogeneity Endogeneity 
Intercept (Bo) —1217*** (175) —1624*** (187) —1373"* (238) 
Price (o) —020** (003) — 004 ( 004) — 005 ( 004) 
Installed-user base (y) 004*** (0006) 028*** (007) 029** (007) 
Supporting-firm base (04) 196*** (049) 238*** (054) 
Firm base x User base (65) 0007** (0002) 0006*** (0002) 
Firm base x User base x TIME (65) —7 82E-05*** (2 84E-05) —8 55E-05"** (2 85E-05) 
RINCMB (04) 493 (1131) 2383* (1 588) 
RSTECH (05) 2178"* (901) 3 088*** (1 046) 
Density (B4) 5580*" (981) 3 745"** (1053) 3 216"** (1 093) 
Track to track (pz) — 084 ( 268) 437* ( 263) 390 ( 263) 
Dsony (Ba) 1094*** (206) 1102** (190) 1097*** (188) 
Error correction NA NA — 683 ( 405) 
Log-likelihood —179 990 —162 810 —161 295 


Model comparıson Model 1 vs Model 2 (without endogeneity corrected) %2 = 34 360*** (df =5) 


Model 1 vs Model 2 (with endogeneity corrected) %2 = 37 390*** (df — 6) 
“p< 1 
“p< 05 
ep «c 01 
Notes Numbers in parentheses are the estimated standard error Sample size = 170 NA - not applicable The TIME variable is omitted from 
the Model 2 estimation because of the high multicollineanty between the installed-user base and TIME as both variables naturally 
Increase over time 


TABLE 3 
Hypothesis Test for Interaction Effect 
(Using the 3.5-Inch FDD Data) 


Now we discuss our key findings First, as we show ın 
the third column in Table 2, for both Models 1 and 2, the 
coefficients of price are negative (& = —020, p € 01, anda= 
— Ü05, p 1), and the coefficients of user base are positive 





(Ñ = 004,p < 01, and y= 029,p « 01) These results sug- Year Time Trend Net Interaction Effect 
gest that consumer valuation 1s negatively affected by price 1983 0 00060*** (00021) 
but positively affected by the size of the user base, consis- 1984 1 00051** (00020) 
tent with the literature on network effects (e g , Brynjolfs- 1985 e 00043*** (00019) 
son and Kemerer 1996) 1986 3 00034** (00019) 

Second, H; proposes a positive impact of supporting- 1987 4 00026* (00019) 
firm base on consumer product valuation The estimation 1988 5 00017 ( 00019) 
results of Model 2 (the third column of Table 2) show that 1989 6 00008 (00020) 
the coefficient of firm base 1s significantly positive (0, = 1990 7 —2 0E-06 ( 00021) 
238, p « 01), suggesting that consumer valuation increases 1991 8 —8 8E-05 ( 00022) 
with the number of firms supporting the 3 5-inch FDD stan- 1992 9 —00017 (00024) 
dard Therefore, H, 1s empirically supported 1993 10 — 00026 ( 00026) 

Third, we propose a contingent interaction effect 1994 11 — 00035 ( 00028) 
between the supporting-firm base and the installed-user 1995 12 — 00043" (00030) 
base They are complementary when the product 1s first 1996 13 — 000527“ (00032) 
introduced (Hə,), such a complementary relationship becomes 1997 14 — 00060" ( 00035) 
weaker with time (Hap), and they are substitutive ın the later 1998 15 —00069" (00037) 
stages of the product life cycle (Ha,) First, as we show ın *D« 1 
Table 2, the coefficient of interaction term, FB x UB, 1s sig- “p< . 

pe 


nificantly positive (0) = 0006, p < 01), which supports H;, 
(€, a complementary interaction when TIME = 0, the 
product 1s first introduced) Second, the coefficient of inter- 
action term, FB x UB x TIME, ss significantly negative (05 = 
—8 55E-05, p < Ol, see the third column ın Table 2), which 
supports Hə, Finally, we rewrite the sum of interaction 
terms as I’ x FB x UB, where I — (05 + 05 x TIME) and rep- 
resents the net interaction effect between the supporting- 
firm base and the installed-user base We calculate and test 
the significance of coefficient T (see Table 3) As Table 3 
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Notes Numbers in parentheses are standard errors We rewrite the 
sum of interaction terms as T x FB x UB to represent the net 
interaction effect between the supporting-firm base and 
ınstalled-user base, where T (05 + 05 x TIME) Sample size = 
170 


shows, the interaction effect between the supporting-firm 
base and the installed-user base 1s complementary in the 
early stages when the 3 5-inch FDD technology was ıntro- 
duced (supporting H,), then becomes less complementary 
(supporting Həp), and eventually, turns into a substitutive 


relationship ın the later stages (supporting Hə.) Thus, we find 
that empirical evidence supports all three predictions ın H, 

Fourth, H3 proposes a positive impact of the percentage 
of incumbents in the supporting-firm base As Table 2 
shows, the coefficient of RINCMB is significantly positive 
(04 = 2383, p € 1), which supports H} Finally, H4 pro- 
poses a positive impact of the percentage of single-standard 
supporting firms ın the supporting-firm base As Table 2 
shows, the coefficient of RSTECH 1s significantly positive 
(05 = 3088, p € 01), which supports H4, These two results 
taken together suggest that (1) consumers are concerned not 
only about the size of the supporting-firm base but also 
about the nature and identity of the supporting firms and (2) 
supporting firms that are loyal to the innovator’s technology 
and are incumbents contribute more to the supporting-firm- 
base effect than those that are stakeholders 1n multiple stan- 
dards and those who are newcomers 


Robustness and validity of results To examine the 
robustness and validity of our results, we performed three 
additional analyses First, we tested for autocorrelation and 
heteroskedasticity issues in the second stage estimation of 
Model 2 to ensure that our estimation 1s unbiased and effi- 
cient Our results suggest that (1) there 1s no significant 
autocorrelation 1n our data set (the Durbin-Watson statistic — 
2 177) and (2) the null hypothesis of homoskedasticity can- 
not be rejected (Breusch-Pagan Lagrange multiplier statistic = 
8 86,df=11,p> 634), in other words, there is no signifi- 
cant heteroskedasticity 1n our data set 

Second, we also estimated Model 2 by correcting endo- 
geneity and allowing consumer heterogeneous valuation ın 
the installed-user base, supporting-firm base, and the inter- 
action of the two driving forces Our results demonstrate 
that (1) the same conclusions based on parameter estima- 
tion still hold when consumer heterogeneity 1s controlled 
for and endogeneity 1s corrected and (2) there 1s no signifi- 
cant consumer heterogeneity ın the ınstalled-user base and 
supporting-firm base (see the results 1n Appendix B) 

Third, to enhance the generahty of our findings, we fur- 
ther extended the analysis to another market, the PDA 
Such an extension 1s especially important because this 1s a 
more recent market with strong network effects and ongo- 
ing standards competition (Nair, Chintagunta, and Dube 
2004) The network effects arise 1n this industry as the value 
of a PDA increases with both the number of consumers who 
have adopted compatible PDAs and the variety of compati- 
ble software for those PDAs The PDA industry also 
exhibits extensive standards war among several incompati- 
ble operating systems since the first PDA was introduced ın 
1992 For example, during the earliest stage of PDA market 
development, at least sıx incompatible PDAs contended for 
the market standard from 1992 to 1995, such as Apple's 
Newton, Armstrad's PenPad, Tandy and Casio's Zoomer, 
Bell South's Simon, Sony's Magic Link, and Motorola's 
Envoy (Bayus, Jain, and Rao 1997) Since 1996, when the 
first Paln PDA was launched, until the present, the PDA 
industry has gradually become dominated by two 1ncompat- 
ible operating systems (OSs) Palm OS and Microsoft Win- 
dows OS 


We were able to collect monthly data from the PDA 
market from January 2003 to April 2007, a data set with 
6187 observations covering a relatively late stage of the 
PDA industry (compared with the whole product life time 
from 1992 to present) Key variables such as installed-user 
base, supporting-firm base, percentage of incumbents, and 
single-standard supporters in the supporting-firm base 
incorporated 1n Model 2 are defined as those 1n the 3 5 FDD 
market In addition, the availability of software titles 1s 
incorporated to directly capture the indirect network effect 
in the PDA market (for variable definition and descriptive 
statistics, see Table 1, Panel B) We use a nested logit model 
to estimate the Model 2 by using PDA data and control pos- 
sible correlations among products within each standard (for 
the nested-logit model 1n detail, see Berry 1994 Because 
our PDA data cover only a relative short later stage of the 
product life cycle, we expect that the nature of the interac- 
tion between the installed-user base and the supporting-firm 
base may not change significantly during our data coverage 
(1e , the coefficient of the term, FB x UB x TIME, may be 
insignificant) Thus, we report the estimation results with 
and without including the moderating effect of time— that 
is, FB x UB x TIME, 1n Table 4 (the latter enables us to 
directly test a possible substitutive interaction effect in the 
later stage) 

As we expected, the term of FB x UB x TIME 1s insig- 
nificant when it 1s included in the model (04 = 1 13E-05, 
p > Ol, see Estimation 2 ın Table 4), which confirms that 
the interaction effect remains the same ın the period cov- 
ered by our data Therefore, 1n the next section, we mainly 
discuss the results in Estimation 1 ın Table 4 First, we 
found a significantly positive coefficient for the supporting- 
firm base (0; = 035, p « 01), which supports H, Further- 
more, we found the interaction between the ınstalled-user 
base and the supporting-firm base 1s significantly negative 
(8, = —019, p « 01), suggesting a substitutive interaction 
effect 1n the later stage of the PDA market, which partially 
confirms Hə, Finally, we found that the coefficients of the 
percentages of incumbent firms and those that support a 
single standard are significantly positive (0, = 497, p < Ol, 
and 05 — 2 068, p « 01) Overall, these results are consis- 
tent with our findings based on the 3 5-1nch FDD data and 
provide additional support for our proposed theory 


Discussion and Conclusion 


This study investigates how the number of firms supporting 
the same technology may directly affect consumers 1n mar- 
kets with network effects and standards competition 
Specifically, 1t conceptualizes and tests (1) the relationship 
between consumers' product valuation and the supporting- 
firm base, (2) the potential interactions between the 
installed-user base and the supporting-firm base, and (3) the 
types of firms that most influence consumers Our empirical 
results provide evidence to support our proposed theory 


Research Contributions 


First, whereas a long stream of literature on network effects 
has focused on the impact of an ınstalled-user base, this 
study draws attention to an 1mportant but underexplored 
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TABLE 4 
Estimation Results Using the PDA Data 


Variable Estimation 1 Estimation 2 
Intercept —16 686** (1 122) —16 039** (1 510) 
Price 3 94E-06 (1 28E-05) 4 08E-06 (1 28E-05) 
Installed-user base 183** (008) 177™* (012) 
Supporting-firm base 035** (007) 033** (007) 
User base x firm base —019* (001) —018** (002) 
User base x firm base x time 1 13E-05 (1 76E-05) 
RINCMB 497** (157) 469** (163) 
Single-standard supporter 2068** (159) 2086** (161) 
Software availability 1268" (139) 1180** (196) 
Palm OS — 182* ( 060) — 108 ( 131) 
Wireless — 005 ( 007) — 006 ( 007) 
Bluetooth 008 ( 010) 008 ( 010) 
RAM —3 88E-07 (1 92E-04) —2 45E-07 (1 92E-04) 
Processor speed 1 81E-05 (4 43E-05) 1 83E-05 (4 43E-05) 
Slot — 001 ( 007) — 001 ( 007) 
Color — 002 ( 012) — 002 ( 012) 
Battery —2 93E-04 (014) —4 36E-04 (014) 
Area — 001“ (591E-04) — 001“ (5 91E-04) 
Weight 5 10E-04 (8 15E-04) 5 04E-04 (8 15E-04) 
Casio —9 5E-04 (021) — 001 ( 021) 
Compaq 2 86E-04 (016) 8 98E-04 (017) 
Handspring — 009 ( 021) — 009 ( 021) 
HP 008 (011) 007 ( 011) 
Palm 006 ( 018) 006 ( 018) 
Sony 0007 (020) 001 ( 020) 
Seasonality 407** (009) 406** (009) 
o 995** (001) 995** (001) 


Adjusted R? 


991 991 


——————————————————————M—————— 


"pe 05 
**p « 01 


Notes Numbers in parentheses are standard errors Sample size = 6187 


factor the supporting-firm base Our investigation takes a 
first step toward providing empirical evidence to show that, 
when facing network effects, the value of a product to con- 
sumers 1s not only affected by the number of current users, 
as suggested by the literature, but 1s also 1nfluenced by the 
number of the firms supporting the technology This finding 
elucidates the full value that a large supporting-firm base 
provides in such markets, that 1s, 1t not only helps to enlarge 
the market share of the technology by producing/selling 
compatible products but also directly affects consumers’ 
product valuation 

Second, our conceptual development and empirical 
Investigation reveal that the impact of the supporting-firm 
base 1s multidimensional, such that consumer valuation 1s 
affected by three dimensions (1) its size, (2) its loyalty 
level (1e, the percentage of firms that support only one 
standard), and (3) its incumbency level (1e , the percentage 
of firms that were operating ın the industry before the ıntro- 
duction of the new technology) These findings further 
advance theoretical understanding of the supporting-firm- 
base effect (1e , not only the size but also the composition 
of the supporting-firm base are 1mportant to consumers) 
Specifically, consumers value the support of loyal firms and 
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incumbent firms more than nonloyal firms and newcomers 
These insights can help firms allocate their resources to 
build the most effective supporting-firm base 

Third, we find empirical evidence to show that the 
interaction effect between the installed-user base and the 
supporting-firm base varies across the product life cycle 
The two driving forces strengthen each other's impact 1n the 
early stages when a new technology 1s introduced, but such 
a complementary relationship becomes weaker with time 
and eventually turns into a substitutrve relationship in the 
later stage of the product life cycle Thus finding integrates 
the impact of market forces from both the demand and sup- 
ply sides and provides a more complete understanding as to 
how the two important driving forces interactively affect 
consumers who face high market uncertainty 

Finally, our study also contributes to the strategic 
alliance literature Whereas extant studies focus on how 
partner firms benefit from strategic alliances, we show that 
an innovating firm’s ability to establish strategic alliances 
also benefits consumers 1n markets with network effects 
Furthermore, the interaction effects between the installed- 
user base and the supporting-firm base identified in this 
research adds to the literature on strategic alliance by 


demonstrating that the effectiveness of a strategic alliance 
can be influenced by factors on the demand side Specifi- 
cally, we show that, 1n markets with network effects and 
standards competition, a large installed-user base can 
strengthen or weaken the 1mpact of a strategic alliance (1e , 
the supporting-firm base) on future consumers depending 
on the stage of the product life cycle Our empirical find- 
ings also advance the literature by revealing the desirable 
“identity” of strategic alliances in networked markets firms 
supporting a single standard and those with incumbent sta- 
tus are more valuable partners 


Managerial Implications 


The new insights into the supporting-firm-base effect derived 
from this research offer useful guidance for managers To 
illustrate some specific managerial insights, using the esti- 
mated parameters (1€ , 1, Ö,, Öz, Öz) based on the 3 5-ınch 
FDD data 1n Table 2, we calculated and tested the overall 
impacts of the installed-user base and the supporting-firm 
base on consumer product valuation using their observed 
values ın our 3 5-ınch FDD data Specifically, we estimated 
the overall ınstalled-user-base and supporting-firm-base 
effects as Qup = (7+ ÖFB + ÔFB x TIME) and Ogg = (6; + 
ÖJUB + 6,UB x TIME), where the observed value of UB, 
FB, and TIME mn each time period from 1983 to 1998 are 
used We present the estimates of the overall 1nstalled-user- 
base and supporting-firm-base effects ın Table 5 Next, we 
discuss five main managerial implications for both innovat- 
ing firms and followers 


TABLE 5 
Overall Effect of Installed-User Base and 
Supporting-Firm Base (Using 3.5-Inch FDD Data) 


A: Overall B: Overall 
Tıme  Installed-User- Supporting-Firm- 

Year Period Base Effect Base Effect 
1983 0 021** ( 006) 150** (044) 
1984 1 023** (006) 163** (045) 
1985 2 032** ( 008) 176** (048) 
1986 3 032** ( 008) 189** ( 050) 
1987 4 0287” (007) 203** ( 053) 
1988 5 025** ( 006) 216** (055) 
1989 6 023** ( 005) 229** ( 056) 
1990 7 020** ( 004) 238"* (057) 
1991 8 018** (004) 243"* (056) 
1992 9 016** ( 003) 243” ( 055) 
1993 10 014** ( 003) 235** ( 053) 
1994 11 012** (002) 218** (052) 
1995 12 011** (002) 185** (056) 
1996 13 010** (002) 133* (070) 
1997 14 009** (001) 064 (096) 
1998 15 009** (01) —027 (133) 
"pe 05 
**p « 01 


Notes Numbers in parentheses are the estimated standard errors 
We estimated the coefficient of the overall installed-user-base 
effect as Oyp = (f+ ÖZFB + 6,FB x TIME) and the coefficient 
of the overall supporting-firm-base effect as Org = (6, + 6,UB + 
6,UB x TIME) 


Understanding the full value of supporting firms An 
innovating firm should recognize that firms adopting its 
technology contribute more than simply selling products 
compatible with its technology (1e , enlarging the market 
share of its platform) Recent marketing literature suggests 
that consumer willingness to pay can be defined as “the 
price at which the value to a consumer 1s indifferent 
between buying and not buying a product” (Jedidi and Jagpal 
2009, p 38) and that consumer willingness to pay can be 
derived using the estimates of consumer utility function 
based on a choice model (Jedidi and Jagpal 2009, Jedidi and 
Zhang 2002) This implies that consumers are willing to 
pay more for a product with a larger number of supporting 
firms ? Thus, it 1s crucial for innovating firms to develop 
effective strategies to take advantage of this benefit 1n mar- 
kets with extremely high survival risk and uncertainty 


Designing the two strategic dimensions jointly and 
dynamically While both a large installed-user base and a 
large supporting-firm base are critical success factors, they 
are not 1ndependent market forces Rather, they strengthen 
each other's impact 1n the early stage of product introduc- 
tion but weaken each other's 1mpact later (as we show in 
Table 3, the interaction effect changes from positive to 
negative) To optimally allocate its resources, the innovator 
should design and implement the two strategies jointly and 
strategically rather than treating them as two separate strate- 
gic decisions Specifically, it 1s more efficient for the ınno- 
vating firm to invest simultaneously 1n both the demand and 
supply sides 1n the product introductory stage (e g , directly 
stimulate demand by offering a low price and directly facil- 
itate industry support by offering technological support to 
its “clones” or charging low licensing fees), even though 
doing both at this stage (1e , before receiving any revenue 
from the innovation) can be costly In this very early stage, 
ignoring either side not only overlooks an important suc- 
cess factor but also reduces the impact of the other How- 
ever, it is more efficient to focus on only one market force, 
but not both, 1n the late stages of the product life cycle This 
1s because, as the market evolves, the supports from both 
the demand and supply sides become substitutive (1 e , they 
weaken each other’s effect) 


Increasing investment in the early stage The overall 
impact of the installed-user base and that of the supporting- 
firm base are neither constant across time nor always 
decreasing with time Rather, both follow an inverse U- 
shaped dynamic pattern (see Table 5), first increasing and 


*Using the estimated parameters based on the 35-inch FDD 
data 1n Table 2 and the definition of consumer willingness to pay 
(Jedıdı and Jagpal 2009, Jedidi and Zhang 2002), we are able to 
derive the consumer willingness to pay function, which is the 
price level that 1s equal to or less than 


lom "TN R R 
WTP = i^ +> X68, “YUB, _; + 6,FB,_; + 82FB, _; 
k 


x UB,_, + G,FB, , x UB, x TIME + 6,RINCMB, _, 


+ 6,RSTECH, .. ) 
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then decreasing with time 6 The increasing impact of the 
supporting-firm base effect ın the early stage of product 
introduction (due to a complementary relationship between 
the 1nstalled-user-base effect and the supporting-firm-base 
effect) 1s particularly intriguing It suggests that although 
building a growing supporting-firm base can be costly, it 1s 
not always optimal for the innovator to gradually reduce its 
investment 1n recruiting more firms to adopt its technology 
Rather, 1n the early stage of product introduction, the inno- 
vator can benefit by increasing its investment 1n building its 
supporting-firm base over time even if it has successfully 
persuaded an increasing number of firms to joint its camp 


Targeting the most influential supporters Not all sup- 
porting firms are equally valuable to the innovator Thus, it 
ıs important for the innovator to strategically target the 
most influential supporters, such as those in operation 
before introduction of the new technology Although ıt may 
be more costly to persuade incumbent firms than newcom- 
ers to support a new incompatible technology, consumers 
put more weight on the standard choices made by the for- 
mer than those made by the latter It 1s also important for 
the innovating firm to carefully evaluate the additional 
value single-standard supporters offer compared with that 
multiple-standards supporters offer from the consumer’s 
perspective (as shown in our study) when deciding its 
strategic alliance policy 


Be aware of potential conflict Firms need to be aware 
that the two success factors, building a large installed-user 
base and a large supporting-firm base, can lead to conflict- 
ing marketing implications For example, price competition 
can have opposite effects on building the former and the lat- 
ter Aggressively competing on price attracts more con- 
sumers to new products but discourages firms from produc- 
ing compatible products Furthermore, although the 
innovator can strengthen the competitive advantage of its 
product relative to a clone product by limiting the 
quality/functionality of the clones through its technology 
and legal advantage/power, such a great quality differentia- 
tion can discourage imitators from entering the market and 
thus reduce the size of its supporting-firm base The sup- 
porting-firm-base effect discussed here suggests that 1t may 
not always be ın the innovator’s best interest to use its tech- 
nology or marketing power to maximize quality differentia- 
tion (e g , by limiting the extent to which the imitating firms 
can use its more advanced technology), even 1f such differ- 





6Table 5, based on the parameter estimation results of FDD 
market (see Table 2), presents the overall impact of the installed- 
user-base effect, Oyg = (¥+ ÖFB * Ó,FB x TIME), and the over- 
all impact of the supporting-firm-base, Opp = (6, + 6,UB + Ó;UB x 
TIME), over time The alternative way to examine the dynamic 
pattern of the supporting-firm-base effect 1s to directly incorporate 
the term FB x TIME 1n the Model 2 However, incorporating FB x 
TIME ın the estimation creates high multicollinearity between the 
variable FB and FB x TIME, which leads to insignificant results 
for both variables Therefore, 1n this study, we examine the dynamic 
pattern of the supporting-firm-base effect through its 1nteraction 
with the installed-user base As shown ın Table 5, the interaction 
effect varies across time, which results 1n a time-varying supporting- 
firm base effect 
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entiation can be achieved cost-free Firms competing in 
markets with network effects and standards competition 
should take these potential conflicts into consideration 
when designing their marketing strategies 


Limitations and Further Research 


Although our study 1s subject to several limitations, it raises 
some important and interesting issues that call for further aca- 
demic and managerial attention As a first step toward exam- 
ming the impact of a supporting-firm base ın markets with 
network effects, this study focuses only on the supporting- 
firm-base effect from the consumer’s perspective It 1s also 
important to examine the ways supporting-firm-base effect 
may affect firms' marketing strategies For example, as we 
discussed previously, intense price competition may help 
the 1nstalled-user base but hurt the supporting-firm base in 
markets with network effects It would be interesting to 
examine how firms should optimally design their pricing 
strategies when facing such conflicts It 1s also 1mportant to 
investigate strategies that effectively facilitate the develop- 
ment of a large supporting-firm base, such as licensing fee 
structures (eg , lump-sum vs loyalty fee, dynamic fee 
structure) and effective ways to attract loyal alliances Fur- 
thermore, this study illustrates the existence of supporting- 
firm-base effect using data from two different markets It 
would be valuable to examine how the magnitude of the 
supporting-firm-base effect may be affected by (1) the net- 
work effect strength and (2) the direct/indirect network 
effects through analyzing data from more markets with net- 
Work effects Finally, because of a lack of 1ndividual-level 
consumer data, ın this study, we examine the supporting-firm- 
base effects using aggregate data A fruitful topic for further 
research 1s to design behavioral experiments to examine 
directly how consumers perceive the three possible under- 
lying values (information, commitment and competition) 


Appendix A 
Two-Stage Estimation Procedure 


We used a two-stage estimation procedure to account for 
the potential endogeneity of the supporting-firm base when 
we examine its effect on consumer product valuation 
Specifically, we first estimate a supporting-firm-base equa- 
tion and then derive the correction term that will be incor- 
porated in the second-stage estimation of the supporting- 
firm-base effect In the following, we first present the 
model for the supporting-firm-base equation and then the 
estimation results Finally, we derive the correction term to 
incorporate 1n the second-stage estimation of Model 2 


Supporting-Firm-Base Equation 


We adopt the entry threshold framework to estimation the 
number of supporting firms The entry threshold model 
assumes that firms enter markets when they expect to make 
a profit and under which, as shown 1n Berry (1992), the 
equilibrium number of firms in the market can then be 
uniquely determined In other words, a market will have n 
firms ın equilibrium when m, > 0 and T, + ; € 0, where m, 1s 
the equilibrium profit for markets with n firms We follow 


this entry threshold framework (see Equation 2 in Singh 
and Zhu 2008) and define the latent profit 7, that a repre- 
sentative firm earns 1n equilibrium at period t when there 
are n firms 1n the market as follows 


(Al) Ta: YAtN(N—-1) + O(N - 1 +T = Th + Tns 


where Y, captures the variables that influence a firm's 
demand and cost, which ultimately determines a firm's 
profit The variable (N — 1) and its square term (N — 1)? 
capture the potential nonlinear effects of previous number 
of firms (1e , [N — 1]) on market entry These are variables 
that a firm can observe when it makes the entry decision 
The error term t, captures the unobserved characteristics 
and is assumed to be independently distributed across mar- 
kets and years and identical to each firm within a market (for 
detailed discussions, see Bresnahan and Reiss 1990, 1991) 

We expect a nonlinear impact of the previous number of 
firms on firms’ entry decisions for two reasons First, the lit- 
erature has suggested a negative effect of the number of firms 
on market entry as a result of a competition effect (Singh 
and Zhu 2008) Second, as we discussed previously, 1n mar- 
kets with network effects, the number of firms supporting 
the same standard may also generate a positive supporting- 
firm-base effect on consumers' product evaluation demand, 
which increases market demand and ultimately a firm's 
expected profit Taking both the negative competition effect 
and the positive supporting-firm-base effect 1nto considera- 
tion, we expect a nonlinear effect on market entry of the num- 
ber of supporting firms (1e , an increase in the supporting- 
firm base first encourages, but then discourages, market 
entry) This 1s because the supporting-firm-base effect 1s 
likely to dominate the competition effect 1n the early stage 
of market development when market uncertainty 1s high to 
consumers and the number of supporting firms 1s small, but 
the competition effect 1s more likely to dominate 1n the later 
stage of market development when the technology has 
obtained sufficient support from the 1ndustry 

Under the assumption of independent and 1dentical nor- 
mal distribution t4, the probability of observing markets 
with n active firms can then be derived as follows 


(A2) Pr(FB, =n) = Pr 2 0 and Tn 414 «O| m > mə) 
= DA) d DT + LD» 

and the probabılıty of a market wıth no firms equals 

(A3) Pr(FB, = 0) = Prş, « 0) = 1 — (n, 4), 


where Ti t, Tnt and 7, + ;, are given in Equation Al, and 
&(*) ıs the cumulative normal distribution function Finally, 
given the probability functions defined 1n Equations A2 and 
A3, the likelihood function 1s accordingly derived as follows 


N max 4 
(A4) L, = İ | eres, - NƏ), 


N, 20 


where N, 1s the number of observed supporting firms 


7Firms have no information about variables such as their prod- 
ucts and price 1n the profit function (Equation A1) before entry, 
therefore, we define a representative firm's profit (Equation A1) 
by exogenous market variables for entry decision making 


Supporting-Firm-Base Equation Estimation 


Empirical specifications To apply the entry threshold 
model to the FDD market, we provide the following empiri- 
cal specifications for Equation Al The latent profit func- 
tion for each entrant ın Equation A1 1s empirically specified 
as follows 


(A5) Tat = APt-1 + AQUB,_ 1 + AgUB? 1 + AgWG,_ 1 
T AsHUV, _ 1+ AgLogPP, _ 1+ A7M, + TON —1) 
+ NAN — 1)? + Ta = Tn + Th 


Following Singh and Zhu (2008), we included the average 
market price of disk drives, P; — ;, to capture its influence on 
firms’ marginal profit We also included the user base and 
its square term ın the equation to capture the user-base 
effect on demand, as suggested ın Model 2 To capture 
variables influencing a firm’s marginal and fixed costs, we 
incorporated wages per hour (WG, — 1) and the housing unit 
value (HUV,. ;) We used the variable of population in loga- 
rithm (LogPP, _ ,) as a measure of market size Following 
Nair, Chintagunta, and Dube (2004), we also used the total 
sales 1n each FDD category across its product life cycle, 
subtracting the number of realized unit sales of each cate- 
gory from the previous year (My) as an another variable for 
the market potential of each FDD market 


Data and estimation results We collected data for the 
estimation of our entry model (Equations Al—A2) from 
multiple sources We collected data for three variables from 
Disk Trend Report from 1976 to 1998 (1) the number of 
supporting firms for each technology 1n the FDD market, 
(2) the average market price p, .. ;, and (3) the market poten- 
tial of each disk drive category (M4) 1n each year We col- 
lected wages (dollars per hour) 1n the computer storage 
industry from Manufacturing and Distribution, USA (2003) 
from 1987 to 1998 and Predicast Basebook from 1976 to 
1986 From the Statistical Abstract of the United States, we 
collected data for the population (LogPP, _ ,) and the hous- 
ing unit value (HUV, _ 4) from 1976 to 1998 Table Al 
reports the descriptive statistics of these variables We esti- 
mated the firm-base equations (Equations A1—A5) on the 
disk drive 1ndustry using the maximum likelihood estima- 
tion method We report the estimation results ın Table A2 


TABLE A1 
Descriptive Statistics 

Variable M SD 
Average price of FDDs 

($/1000 units) 2 711 5 254 
Installed-user base 

(in millions) 59 155 117 961 
Supporting-firm base 14 205 12 984 
Wage ($/hour) 11 142 2 902 
Housing unit value 

(1000$) 73 746 17 545 
M: (in millions of units) 244 285 134 681 
Population (1000) 246 998 13 204 
Sample size 83 
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TABLE A2 
Estimation Results of Supporting-Firm Base 
Equation 
Parameter Estimate SE 
Intercept (Ap) 714* 116 
Di_ 7 (Ay) 1 390” 252 
UB,-: (As) 967“ 117 
UB?. , (Ag) — 118* 034 
WG (Aq) — 626“ 117 
LogPP, —1 (As) 475* 117 
M, (Ag) 566* 117 
HUV; ; (Az) —b 9e-09 8 2e-07 
FB, + (14) 1 015” 012 
FB?_, (nə) — 116“ 001 
Log-likelihood value —114 165 


*p « 01 


Correcting for Endogenous Supporting-Firm Base 


Having estimated the parameters 1n the firm-base equation 
(Equations A1—A5), we now derive the correction term that 
will be incorporated ın the second-stage estimation of 
Model 2 Formally, we specify the correlation of error terms 
1n Equation 2 and in the firm-base Equation A1 as follows 


A6 yt aval = 2 
(A6) ii 2177 


where £y and 1, are the error terms 1n the demand Equation 2 
and firm-base Equation A1, respectively, and q 1s the covarı- 
ance between £y, and t, The term BVN denotes the bivariate 
normal distribution Given the normal distributed error terms 
£y, and Th, the conditional distribution of £t given Tp 1s also 
normal, and its mean 1s (v, Thus, given the observed num- 
ber of supporting firms, FB, ;, the error term € can be 
represented as Efe, | Yı, Nil = @E[t, | Yı, Nel + Gp Accord- 
ingly, the demand Equation 2 can be specified as follows 


(AT) Uy = Bo + Y Xabi — Gp, + YUB,..; + 0FB; , 
k 
+ 6;FB, _ | x UB,_, + G9RINCMB, _ | + ó,RSTECH 
+ QE[T,|¥;,Np]+ Gy = gt GELT, | Yi, Ni] + Gut 


This 1s the equation we used ın the second-stage estimation 
for the supporting-firm-base effect on demand, where 


E[t, | Y,, Nj] is the correction term and © is an additional 
parameter to be estimated 1n the second-stage estimation 
Finally, given the specification of the bivariate normal dis- 
tribution between error terms €t and Tp, the correction term 
E[t, | Y,, Ng can be derived as follows 


“Tn 41 
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where ©(*) and &(*) represent the density function and 
cumulative distribution function of normal distribution, 
respectively 


APPENDIX B 
Robustness of Results 


Estimation with 
Correcting Endogeneity 


Variable and Controlling Heterogeneity 
Price (0) — 016” 7 TE-17 
Installed-user base 

(mean Y) 014** 2 OE-16 
Installed-user base 

(SD dy) 1 OE-18 8 2E-18 
Supporting-firm base 

(mean 04) 087** 1 3E-15 
Supporting-firm base 

(SD 0g.) 1 OE-17 1 9E-16 
Firm base x user base 

(mean 65) 0003** 4 9E-18 
Firm base x user base 

(SD Ög,) 1 OE-19 1 3E-18 
Firm base x user base x 

TIME (mean 63) —3 8E-05** 9 3E-19 
Firm base x user base x 

TIME (SD 0g.) 1 OE-19 5 2E-19 
RINCMB (64) 2 195** 3 OE-14 
RSTECH (05) 2 444** 3 3E-14 
Density (B4) 4 376** 1 9E-14 
Track to track (Də) 093** 3 7E-15 
Dsony (ba) 651** 2 3E-15 
Error correction — 209** 7 6E-15 
Log-likelihood value —1036 163 
*p< 05 
“p< 01 
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Richard A. Gooner, Neil A. Morgan, & William D. Perreault Jr. 


Is Retail Category Management 
Worth the Effort (and Does a 
Category Captain Help or Hinder)? 


Category management (CM) is challenging for retailers that sell thousands of products across hundreds of 
categories and often lack the resources and capabilities to manage all of them ıntensıvely Some retailers respond 
by picking one supplier to be a "category captain" that manages the category —ıncludıng rivals’ brands—on their 
behalf Others worry that influential captains will be opportunistic and that the benefits of intensive CM are simply 
not worth the costs However, there is little conceptual development or empirical evidence concerning CM best 
practices The authors develop a comprehensive model of retail CM based on a synthesis of field interviews and 
relevant literature, especially work on governance value analysis theory Their test of the model using category and 
financial growth data from U S supermarket chains shows that more intensive CM Improves results Furthermore, 
use of a category captain increases CM effort and results, without increasing opportunism or problems with other 
suppliers The authors also find that retailers with more resources are less likely to rely on help from a category 
captain, yet the level of retailer resources is not related to CM intensity. Thus, "go-it-alone" retailers do not deploy 
their own resources on CM and miss out on the corresponding performance Improvements 


Keywords interorganization relationships, governance, channels of distribution, supplier networks, brand 
management, retailing 


n increasingly competitive markets, managers and schol- sands of products across hundreds of categories, and as a 
ars must rethink traditional approaches to creating and result, most lack the resources to intensively manage all the 
capturing value, including how ınterorganızatıon relation- categories they sell Some experts urge retailers to address 


ships are handled (e g , Cannon and Perreault 1999, Frazier their CM challenge and ramp up the 1ntensity of their CM 
et al 2009, Palmatier, Dant, and Grewal 2007, Wathne and efforts by leveraging the resources and capabilities of a lead 


Heide 2004) Nowhere is this more evident than in the supplier—or even to designate a “category captain” sup- 
channel for consumer packaged goods (CPGs), in which plier to manage the category (including rivals! brands) for 
category management (CM) 1s a key issue for both suppli- them (eg, Aastrup, Grant, and Byerre 2007, Gruen and 
ers and retailers (e g , Gajanan, Basuroy, and Beldona 2007, Shah 2000) However, this 1dea 1s controversial There are 
Lindbloom and Olkkonen 2006) Category management anecdotal reports of successes, but many retailers fear that 
involves the allocation of resources within sets of comple- this idea carnes significant risks, including opportunistic 


mentary and/or competing brands to maximize planned out- 
comes (e g , Basuroy, Mantrala, and Walters 2001, Morgan, 
Kaleka, and Gooner 2007) and involves the analysis of 
category-level data, setting goals for category performance, 
and the formulation and execution of plans to maximize 
category-level results (e g , Desrochers, Gundlach, and Foer 
2003, Dupre and Gruen 2004) While CM 1s common 
among CPG manufacturers, retailers typically sell thou- 


behaviors by lead suppliers such as manipulating data 
analyses to lead to CM decisions that favor their own 
brands at the expense of the retailer and other suppliers 
Furthermore, 1n most categories, retailers work with multi- 
ple suppliers to provide required levels of consumer choice 
Many retailers fear that giving one supplier an influential 
role in their CM will prompt damaging push-back from 
other suppliers, such as reducing trade allowances or delay- 
ing access to new products Some retailers are also cautious 
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channel behavior, and the limited empirical work has 
focused only on specific CM elements such as opportunistic 
supplier behaviors (Morgan, Kaleka, and Gooner 2007) or 
the appropriation of any incremental CM rents (Basuroy, 
Mantrala, and Walters 2001) Therefore, managers have no 
comprehensive evidence-based guidance regarding whether 
more intensive retail CM pays off and little insight into the 
costs and benefits of using a lead supplier to help their retail 
CM efforts This 1s unfortunate, because many retailers 
report having failed to make their CM efforts and associated 
supplier relationships work (eg, Howe 2006, Kumar 
2005), and many retailers remain skeptical and even fearful 
of CM 

Integrating field interviews and the literature, we develop 
a comprehensive new conceptual model of retail CM and its 
key antecedents and outcomes We test this model using 
data on 35 product categories from a representative sample 
of U S supermarket chains We complement this model test 
by contrasting the results achieved when retailers choose to 
rely (or not) on a category captain In combination, our 
results show that retailer skepticism about CM's benefits — 
and fears about relying on a category captain—are both 
unfounded We show that more intensive CM improves 
financial results and that retailers that allow a lead supplier 
more influence benefit from more intensive CM We also 
show that even when retailers possess the required CM 
resources, they frequently undermanage categories and, as a 
result, underperform Contrary to retailer fears, we find that, 
on average, a category captain 1s no more likely act oppor- 
tunistically and actually provokes /ess—not more—damag- 
ing push-back response from other suppliers Our results 
provide important new insights into retail CM and ıllumı- 
nate several theoretically 1mportant but underresearched 
aspects of buyer-supplier relationships 

We begin with a brief discussion of how our conceptual 
model was developed Then, we present our model of retail 
CM, its antecedents, and outcomes, along with formal 
hypotheses of relationships between constructs we identify 
as key to understanding retail CM We then describe our 
data collection and tests of the hypothesized relationships 
We report the results and their 1mplications for theory, 
managerial practice, and public policy We conclude with a 
discussion of the limitations of our study and directions for 
further research 


Conceptualization and Hypotheses 


Theories advanced 1n marketing and management suggest 
myriad factors that could be relevant to understanding retail 
CM activities, the role or 1mpact of suppliers in retail CM, 
and likely antecedents and consequences of different CM 
approaches (e g , Morgan, Kaleka, and Gooner 2007) How- 
ever, no comprehensive framework for understanding CM 
exists To develop a conceptualization reflecting the spe- 
cific context of retail CM and narrow the focus to only the 
key factors required for a comprehensive model, we first 
conducted qualitative fieldwork 

After synthesizing academic and trade literature rele- 
vant to CM, we developed a semistructured telephone inter- 
view protocol based on discussions with a convenience 


sample of top managers involved 1n retail CM from four 
retailers and three CPG suppliers We included open-ended 
questions about different CM activities for supermarket 
retailers, the extent to which suppliers were involved in 
retail CM decisions and their execution, and the different 
costs and benefits of retal CM efforts We then used a 
snowball sampling approach to 1dentify 49 managers (21 
retail buyers and CMs, 11 CM consultants, 10 supplier 
managers, and 7 top retail executives) with whom we con- 
ducted in-depth telephone interviews The interviewees rep- 
resented a wide range of retailers (ranging from those with 
as few as 3 stores to national chains with more than 400 
stores), leading suppliers of food, beverage, perishable, and 
nonfood products, and consultants working for major con- 
sulting firms engaged in CM We also interviewed leaders 
of major trade associations and editors and analysts from 
the trade press These interviews helped us identify factors 
key to understanding retail CM and its antecedents and out- 
comes and to elicit managers’ beliefs concerning cause and 
effect relationships among these factors 

Multiple theories were potentially relevant to exploring 
different aspects of the conceptualization of retail CM that 
emerged in our fieldwork However, recent governance 
value analysis (GVA) extensions of transaction cost analy- 
sis (TCA) (e g , Ghosh and John 2005, 2009) have created a 
new theoretical lens that we viewed as being the single 
theory that most closely aligned with our original fieldwork- 
based CM conceptual model Therefore, we use GVA as a 
theoretical lens for exploring the relationships suggested ın 
our model In essence, GVA combines the cost minimiza- 
tion calculus of TCA with the resource-based view insight 
that firm-specific resources drive realized strategy posi- 
tions Consistent with GVA, we contend that retail CM 1s a 
governance mechanism that enables retailers and suppliers 
to organize and align their resources and transactions to 
promote and leverage cooperation 1n ways that create and 
claum value (cf Ghosh and John 1999) While no single 
study — especially the first one ın a new research area— can 
offer a comprehensive test of GVA theory, we show that 
ideas that are distinctive to GVA theory help support and 
inform hypotheses about relationships among the constructs 
identified by our fieldwork as most important to under- 
standing retail CM 

Our fieldwork-based conceptualization suggests that 1n 
retail CM, retailers and their suppliers (1) have different 
resource profiles, (2) use these different resources to create 
and claim value with CM, and (3) are self-interested insofar 
as they seek to organize and align themselves 1n ways that 
both are efficient and deliver them the greatest total value 
Therefore, the central problem ın retail CM 1s how to effi- 
ciently and effectively coordinate the category-level actions 
of these different parties when competition among retailers 
and between suppliers combines with dynamic consumer 
demand to require continuous adaptation Creating value 
through retail CM requires close retailer-supplier coopera- 
tion, but the different resource profiles and self-interests 
between the parties 1nvolved also creates tensions 1n how 
any value created 1s clarmed and by whom 

In the following section, we synthesize our qualitative 
insights with those available from the GVA and other rele- 
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vant literature to develop the model summarized in Figure 
1 Our model focuses on when and how the use of a CM 
governance mechanism (lead supplier influence) generates 
resources for retail CM (the intensity with which CM activi- 
ties are performed 1n a category) and the resulting benefits 
(both retailer and lead supplier category performance out- 
comes) and problems created (lead supplier opportunism 
and mılıtant push-back behaviors by other suppliers) We 
first describe our conceptualization of retail CM, and then 
we discuss formal hypotheses of the relationships repre- 
sented in Figure 1 Four of the relationships between the 
constructs ın Figure 1 have been examined m a related 
study of supplier opportunism in the U K supermarket sup- 
ply chain (Morgan, Kaleka, and Gooner 2007) Therefore, 
we do not develop formal hypotheses for these four rela- 
tionships here, however, we include them 1n our model and 
briefly compare the path coefficients from the two different 
studies 1n our discussion of results 


Retail CM 


Two key aspects of retail CM are at the heart of our model 
(Figure 1) First 1s CM intensity, or the time and effort 
devoted to retail CM activities, regardless of whether they 
are performed by the retailer or with the help of one or 
more suppliers This may range from devoting considerable 
resources to detailed category-level analyses, planning, and 
execution designed to maximize category performance to a 
simple “straight rebuy” or “resupply” situation Second, 
lead supplier influence involves the role of the supplier that 
has the most influence on the retailer’s CM This may range 
from a retailer-designated category captain that manages 


the category on the retailer's behalf to a supplier that has lit- 
tle more 1nfluence than any other on a retailer's CM deci- 
sions and actions Thus, our conceptualization of retail CM 
comprises two continua — CM intensity and lead supplier 
influence — encompassing situations in which little or no 
retail CM activities are performed and the retailer simply 
relies on “market” competition among suppliers to get 
whatever help and support 1s available from each supplier, 
as well as situations ın which a retail category 1s intensively 
managed, sometimes by leveraging the resources of an 
influential lead supplier Next, we elaborate on these two 
central retail CM constructs 

Category management intensity 1s the extent to which 
CM activities (1e, category-level goal setting, analysis, 
planning, and execution) are performed 1n a specific prod- 
uct category From a GVA perspective, CM intensity 
involves resource deployments designed to create valuable 
strategic positions among consumers by coordinating the 
efforts of the retailer and all the suppliers to the category 
Such retailer-supplier coordination ın CM includes analyz- 
ing assortments of manufacturers’ and store-brand stock- 
keeping units (SKUs) to maximize category-level profits, 
planning and executing supporting shelf-sets, promotional 
schedules, feature advertising, endcap allocations, cross- 
merchandizing, and so on, and logistical activities, ınclud- 
ing inbound-delivery timing and quantity/product mix 
required for retailer warehouse and direct-to-store deliver- 
ies, supplier in-store product-handling, reverse logistics, 
and so on Because consumers’ needs and rivals’ strategies 
are constantly shifting, effective retail CM requires frequent 
adaptation 


FIGURE 1 
Model of Retail CM 
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However, even large supermarket chains generally lack 
the resources to intensively manage all the categories they 
sell, though competitive pressures make it msky not to 
intensively manage a product category Therefore, retailers 
face difficult decisions involving how much time, effort, 
and other resources they will allocate to CM ın each of the 
categories they sell and how to deal with CM resource 
shortfalls 

The second key aspect of retail CM 1s lead supplier 
influence The lead supplier 1s the supplier to the category 
that has the most influence (relative to other suppliers) over 
the retailer's CM decisions and actions (Morgan, Kaleka, 
and Gooner 2007) From a GVA perspective, lead supplier 
influence 1s a form of plural governance It 1s hierarchical in 
terms of decision control and rıghts over the development 
and execution of the retailer's category-level strategies 
(e g , Grossman and Hart 1986, Heide and John 1992) At 
the same time, lead suppher influence 1s also a relational 
governance form in that it allows the lead supplier and 
retailer to cooperate without formal agreements or con- 
tracts, which are deliberately avoided because of antitrust 
concerns A retailer that faces resource deficits and wants to 
leverage a lead supplier’s resources and capabilities to cre- 
ate and capture greater value through CM may allow that 
supplier to wield a great deal of influence This extends to 
the supplier operating as a category captain that effectively 
manages the category and its suppliers on the retailer's 
behalf At the other end of the continuum, a retailer may not 
cede extra influence or control over CM to any supplier, in 
which case the lead supplier has only slightly more ınflu- 
ence than any other and may even simply be “first among 
equals " This occurs, for example, when retailers see down- 
stream costs and risks that would lower their ability to 
claim any joint value created by relying on one highly ınflu- 
ential supplier 

Interviewees emphasized that even when a lead supplier 
has a great deal of influence (or 1s even designated as a 
category captain), the retailer usually also works with and 
carries products from other suppliers ın the category to give 
consumers the choices they want As a result, a highly influ- 
ential lead supplier directly affects the marketing of its own 
brands, the brands of rival category suppliers, and even the 
retailer’s private label products Thus, a retailer's decision 
to use a lead supplier 1n its CM efforts also affects its rela- 
tionships with competing suppliers 1n the category, most of 
which maintain an ongoing relationship with the retailer 


Antecedents of Retail CM 


Our fieldwork highlights three key resources required for 
effective retail CM knowledge of category consumers and 
their buying behavior, financial resources for making and 
executing CM decisions, and brand awareness among con- 
sumers 1n the category Interviews suggest that relative to 
suppliers, retailers typically face resource deficits 1n these 
key CM resources because suppliers specialize in fewer 
categories and, in general, earn higher margins The trade 
literature suggests that a retailer can increase its available 
CM resources by leveraging its relationship with a lead sup- 
plier (e g , Kumar 2005) However, our interviews revealed 


significant retailer fears of losing direct control over their 
CM activities Governance value analysis theory posits that 
such fears may be well founded because leveraging a sup- 
plier's resources can create a value-claiming benefit for the 
supplier (e g , Ghosh and John 2009) Thus, retailers must 
trade off the potential costs of decreased CM value-claiming 
rights against the potential CM value-creating benefits of 
having access to superior CM resources Our fieldwork sug- 
gests that retailers are only willing to cede influence ın their 
CM to a supplier in return for access to CM resources that 
are clearly superior to those available 1n-house Therefore, 
we posit the following 


H, The greater the retailer's CM resources relative to those of 
the lead supplier to the category, (a) the greater 1s the CM 
intensity, and (b) the lower ıs the level of lead supplier 
influence on retailer CM 


The hterature distinguishes between resources such as 
those identified previously and capabilities — the. processes 
by which such resources are combined and deployed to 
achieve positional advantage among consumers (eg, 
Vorhies and Morgan 2005) Capabilities can affect not only 
a firm's ability to engage 1n particular tasks but also its 
"make or buy" decision of who should perform those tasks 
(eg , Argyres 1996) From this perspective, our interviews 
highlighted the role of the retailer's marketing capabilities 
in its CM decision making Whether necessary retail CM 
resources are available in-house or are accessed through 
relationships with an influential lead supplier, retailer 1nter- 
views indicate that strong marketing capabilities. are 
required to effectively engage ın retail CM Consistent with 
the GVA logic outlined previously for CM resources, pos- 
session of strong marketing capabilities should mean that 
retailers are both more able to effectively engage ın ınten- 
sively managing a product category and less likely to have 
to seek such capabilities from a lead supplier This suggests 
the following 


Hə The greater the retailer’s marketing capabilities, (a) the 
greater 1s the CM intensity and (b) the lower 1s the level of 
lead supplier influence on retailer CM 


The literature advocates that retailers allocate their 
scarce CM resources to large, profitable, or traffic-building 
product-categories that are most important to achieving 
their overall objectives (e g , Blattberg and Fox 1995) A 
retailer that does not have needed resources and capabilities 
1n-house can either seek CM help from one or more suppli- 
ers or simply pay less attention to the category According 
to GVA, retailers are more likely to leverage supplier 
resources in strategically important categories because 
these are where the most Joint value can be created, which 
may best offset any increased supplier value-claiming costs 
(Ghosh and John 1999) However, suppliers face their own 
resource allocation decisions (Gruen and Shah 2000) Our 
interviews indicate that in line with GVA, suppliers prioritize 
retail CM opportunities that both enhance their influence 
with the retailer and provide advantage over rival suppliers 
Suppliers evaluate not only category characteristics (eg, 
dollar sales) but also other drivers of a category's 1mpor- 
tance to the retailer (eg , traffic-building) ın determining 
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the extent to which they are willing to invest 1n supporting a 
retailer's CM efforts Therefore, we posit the following 


Hz The more strategically important the product category to 
the retailer, the greater 1s the (a) CM intensity and (b) lead 
supplier influence on retail CM 


Lead Supplier Influence and CM Intensity 


As outlined previously, retailers often suffer deficits in 
resources and capabilities needed for effective CM and are 
commonly advised to seek help from an influential lead 
supplier to bolster their CM efforts (e g , Blattberg and Fox 
1995) From a GVA perspective, this suggests that a 
retailer’s need for the resources required to create value 
through CM can be such that the retailer will cede signifi- 
cant influence over CM decisions to a lead supplier in 
return for the resources This 1s consistent with the GVA Iit- 
erature 1n suggesting that given that the central adaptation 
requirements of retail CM are noncontractible, the CM 
“decision rights" should be secured by the party that can 
produce the greatest systemwide adaptation value (eg, 
Ghosh and John 2009, Grossman and Hart 1986) Our inter- 
views suggest that when this occurs, the lead supplier 1s 
more willing to deploy 1ts own resources to help execute the 
retail CM plans 1t helps shape Thus, allowing a lead sup- 
plier greater influence can lead to an enlarged pool of CM 
resources and capabilities for the retailer (e g , Corsten and 
Kumar 2005) Therefore, we posit the following 


H4 The greater the lead supplier’s influence on the retailer’s 
CM, the greater 1s the CM intensity 


Consequences of Retailer CM 


Trade analysts argue that retail CM offers category-level 
benefits for both the retailer and suppliers, with claims of 
sales increases of up to 11% and cost reductions of as much 
as 2% of sales (e g , Cannondale Associates 1999, Freed- 
man, Reyner, and Tochtermann 1997) From a GVA per- 
spective, such potential benefits represent the realized adap- 
tation value of retailer-supplier coordination that results 
from the new information and insight created by analyzing 
current and potential performance at the retail category 
level Effective retail CM creates synergies by coordinating 
the marketing efforts of individual SKUs, brands, and sup- 
pliers, which can result ın both enhanced systemwide deci- 
sion making and lower costs (e g , Blattberg and Fox 1995, 
Desrochers, Gundlach, and Foer 2003) From a value- 
claiming perspective, our fieldwork suggests that the value 
created by retail CM 1s not fully appropriated by either the 
retailer or any single supplier— not least because of sensi- 
tivity to antitrust concerns 

Nonetheless, our interviews suggest that retailers usu- 
ally claim the majority of the value that CM creates This 1s 
because from a “what gets measured gets done” perspec- 
tive, analyzing category-level data to set goals and track 
performance 1n retail CM provides the retailer with a con- 
trol mechanism needed to both 1mprove and monitor cate- 
gory sales and cost performance (eg, Anthony 1988, 
Simons 1995) Thus, our fieldwork indicates that CM 1s a 
mechanism whereby the retailer can have sufficient category- 
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level control to ensure that it claims a significant amount of 
the value created by coordinating its efforts with those of its 
suppliers 

Our interviews indicate that suppliers may also benefit 
from more intensive retail CM For example, when more 
intensive CM efforts increase category-level sales, 1t was 
suggested that lead supplier sales usually increase at least 
proportionately to their category share Furthermore, if 
SKUs of low-performing brands are dropped—as 1s often 
the case when a category 1s more intensively managed— 
lead suppliers, which often market leading brands, usually 
benefit From a GVA perspective, this suggests that while 
retail CM creates significant value, 1t does not allow all of 
this value to be claimed by the retailer— even 1f the retailer 
has the necessary resources to make and execute appropri- 
ate CM decisions without the help of a supplier However, 
more intensive CM does give retailers greater category- 
level overview and insight, which enhances the retailer's 
ability to monitor its suppliers Our interviews suggest that 
such enhanced scrutiny provides a disincentive for lead 
suppliers to engage 1n opportunistic behaviors 

The ability to claim value created by retail CM efforts 
may also extend to other suppliers Our interviews suggest 
that better coordination through CM can increase the effi- 
ciency of all suppliers’ marketing efforts and 1s therefore 
welcomed even by suppliers that are not the lead supplier to 
the category This 1s consistent with prior evidence that 
when specific investments are modest (as for nonlead sup- 
pliers), buyer-supplier coordination can improve channel 
efficiency (e g , Buvik and John 2000) As a result of retail 
CM not allowing the retailer and lead supplier to claim all 
its value-creation benefits, managers indicated that retailers 
could expect fewer push-back and acting-out-type militant 
behaviors from other suppliers 1n implementing their CM 
plans Such militant behaviors are consistent with a more 
active and negative framing of TCA conceptualizations of 
acquiescence (1 e , militant behaviors are those that deliber- 
ately impede effective and efficient supply chain manage- 
ment) among less influential suppliers 1n a supply chain 
(e g , Williamson 1991) This leads us to posit the following 


Hs The greater the CM intensity, the better are the category 
performance outcomes for both (a) the retailer and (b) the 
lead supplier, and the lower are the levels of (c) lead sup- 
plier opportunism and (d) militancy by other suppliers 


In addition to the hypothesized indirect benefits to the 
retailer and all category suppliers from leveraging lead sup- 
plier resources through enhanced retail CM intensity, our 
interviews also suggest additional direct retailer and lead 
supplier benefits From a retailer perspective, although CM 
intensity involves the extent to which CM activities are 
undertaken for a product category, retailer interviews ındı- 
cate that the quality of CM activities are also often 
enhanced when they leverage the resources and capabilities 
of a lead supplier Retail managers believe the CM planning 
and implementation skills available from a carefully 
selected lead supplier deliver category-level performance 
benefits beyond those accruing from greater CM intensity 
alone For lead suppliers, our interviews indicate that a lead 
supplier that 1s influential 1n the retailer's CM often gains 


preferential shelf-facings, larger assortments, promotional 
display space, and other advantages that increase its cate- 
gory share This 1s consistent with evidence in other chan- 
nel settings of a relationship between supplier decision- 
making participation and support and a buyer’s resource 
allocations (e g , Anderson, Lodish, and Weitz 1987) In 
GVA terms, a direct relationship between a lead supplier’s 
CM influence and its category performance suggests that 
influence on retail CM provides the lead supplier with a 
value-claiming benefit that ıs not available to other suppli- 
ers Indeed, our interviews indicate that this goal motivates 
lead suppliers to share their CM resources and expertise 
with the retailer 

However, there may also be downside costs associated 
with lead supplier influence on retail CM For example, 
Morgan, Kaleka, and Gooner (2007) find a positive rela- 
tionship between a lead supplier’s influence and its oppor- 
tunism 1n a study of the UK supermarket supply chain 
Therefore, we include this path in our model (R1) Our 
interviews suggest that another likely cost of lead supplier 
influence 1s 1ts effect on other suppliers A high level of CM 
influence by one supplier is unlikely to be welcomed by its 
nvals—as one manager commented, “No one— including 
us—responds happily to a competitor making decisions for 
their brand " Transaction cost analysis theory posits that a 
key outcome of one supplier having greater power in a 
firm's supply chain 1s less cooperation among the other sup- 
pliers (e g , Rindfleisch and Heide 1997, Williamson 1991) 
Interviews reveal that retailers fear that using a lead sup- 
plier 1n CM may provoke even more active forms of mili- 
tant behaviors by other suppliers Such responses may be 
expected 1f a lead supplier 15 perceived by other suppliers to 
use its CM influence to gain, for example, unwarranted 
preferential shelf placements for 1ts own brands or the most 
beneficial promotional slots Some retailers 1ndicated that 
they avoid relying on a lead supplier ın their CM precisely 
because they fear retaliation from other suppliers that may 
withhold promotional support, market 1nformation, or other 
resources required to effectively manage the category Thus, 
we posit the following 


Hg The greater the influence of the lead supplier on the 
retailer's CM, the better are the category performance out- 
comes for both (a) the retailer and (b) the lead supplier, and 
(c) the greater the level of militancy by other suppliers 


Consequences of Lead Supplier Opportunism and 
Militancy by Other Suppliers 


The literature and our interviews suggest that both lead sup- 
plier opportunism and militancy by other suppliers toward 
the category give rise to costs that can create significant 
channel inefficiencies (e g , Rindfleisch and Heide 1997, 
Wilhamson 1993) For example, Morgan, Kaleka, and 
Gooner (2007) report that lead supplier opportunism has a 
direct negative effect on the performance of UK grocers 
They also posit an indirect effect through increased mılı- 
tancy by other suppliers but find that this militancy has an 
insignificant effect on retailer performance We include 
paths for these relationships in our model (R2 and R3/R4, 
respectively) However, our interviews also suggest costs to 


the lead supplier For example, retailers interviewed believe 
that they can usually detect and punish opportunistic behav- 
lor by lead suppliers There are obvious negative supplier 
performance implications when a retailer punishes an 
Opportunistic lead supplier by terminating its influential 
role 1n the retailer's CM Thus, we posit the following 


H; The greater the level of lead supplier opportunism, the 
lower 1s the category performance of the lead supplier 


Relationship Between Lead Supplier Outcomes 
and Hetailer Outcomes 


Finally, our interviews reveal that from a value-claiming 
perspective, retailer-lead supplier CM relationships are 
informal and do not rely on formal governance agreements 
and controls Governance value analysis indicates that such 
relational approaches can be appropriate when facing adap- 
tation and coordination needs such as those associated with 
retail CM (Ghosh and John 1999) The literature suggests 
that when retailer-lead supplier CM relationships are 
formed to maximize mutually beneficial outcomes, 
improved lead supplier outcomes should also lead to 
improved outcomes for the retailer (e g , Bergen, Dutta, and 
Walker 1992, Macneil 1980) Furthermore, our interviews 
suggest that suppliers are increasingly competing with one 
another to win the position of influence on retailer CM 
Suppliers recognize that they enjoy this position at the 
retailer’s pleasure and that both retailer and supplier CM 
outcomes can be observed by the retailer A lead supplier 
cannot simply improve its own performance at the expense 
of the retailer Rather, consistent with the channel influence 
literature (e g , Anand and Stern 1985), most suppliers 
believe that retailers simply choose to work on retail CM 
with the supplier that they expect to deliver them the best 
economic outcomes Both retailer and supplier managers 
interviewed agree that 1f an influential lead supplier can 
enhance its own category performance, it is highly moti- 
vated to ensure simular gains for the retailer, because that 1s 
what will enable that supplier to maintain its position of 
CM influence This suggests the following 


Hg The lead supplıer's category performance outcomes are 
positively associated with the retailer's category perfor- 
mance outcomes 


Research Method 


No secondary data are available for the key constructs rele- 
vant to testing our model (Figure 1) In addition, retail CM 
often differs among product categories, even within the same 
retail chain (Dhar, Hoch, and Kumar 2001), so any research 
in this arena must consider a wide range of categories There- 
fore, we adopted a two-tier survey data collection research 
design to collect data from a large number of supermarket 
chains on 35 product categories 1dentified as representative 
of those sold by supermarket retailers These categories 
appear in Table 1, ranked in descending order according to 
composite estimates of U S national sales volume 
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TABLE 1 
Sample of Representative Food and Nonfood 
Product Categories 





Mean 
Sampling Sales Strategic 
Group Ranka Product Category lmportanceb 
Group 1 1 Snacks/salty snacks 6 25 
2 Disposable diapers 495 
3 Pet care 5 05 
4 Bakery products 6 00 
5 Carbonated beverages 6 56 
6 Cereals 567 
7 Cookies and crackers 572 
Group 2 8 Laundry detergents/bleach 4 91 
9 Cough and cold remedies 4 67 
10 Oral hygiene 4 07 
11 Bottled water 4 20 
12 Ice cream 5 19 
13 Fresheners/deodorizers 2 81 
14 Deodorant 3 19 
Group 3 15 Household cleaners 2 94 
16 Baby foods, formulas, 
and electrolytes 442 
17 Coffee 5 62 
18 Soap/bath needs 311 
19 Haır care 4 29 
20 Candy 440 
21 Desseris, gelatıns, and 
puddıng mıxes 298 
Group 4 22 Film and cameras 5 58 
23 Milk 577 
24 Butter and margarine 3 68 
25 Cheese 5 22 
26 Pasta 463 
27 Spices and seasonings 3 40 
28 Yogurt 3 36 
Group 5 29 Vitamins 3 10 
30 Toilet tissue 517 
31 Jams, Jellies, and spreads 318 
32 Soups 3 36 
33 Sugar and sugar substitutes 281 
34 Shortening and oil 2 69 
35 Flour 2 11 


aUS supermarket sales volume based on a composite of 
ACNielsen and Information Resources Inc data 

bAs rated by the retailers in our sample using a seven-point scale 
("least" to “most”) 


Survey Population and Responses 


The Progressıve Grocer (2004) Marketing Guidebook lists 
all 590 US supermarket buying offices (which house and 
support buyers and category managers) Many supermar- 
kets have policies against releasing information about sup- 
pliers and participating 1n research Therefore, we faxed a 
personalized letter to the president or chief executive officer 
of each buying office explaining the research, requesting 
participation, and offering a report with benchmark results 
in return To make providing data more manageable, we 
asked each buying office to provide data on only five prod- 
uct categories by randomly selecting one category from 
each of the five (ordered) groupings in Table 1 Then, we 
sent each buying office president a cover letter along with 
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five questionnaires for those categories We asked the presi- 
dent to give the category-specific questionnaire to the 
manager most familiar with the supermarket’s business and 
suppliers 1n that category Thus, each retailer received ques- 
tionnaires for different categories that represented a range 
of sales volumes, and each questionnaire was completed by 
the most knowledgeable manager 

We received 359 completed questionnaires from 107 
separate buying offices, we subsequently excluded 12 ques- 
tionnaires because of missing data The response rate repre- 
sents 21% of the retailers 1n our population, providing 
responses for an average of more than three categories per 
retailer We obtained data from retail chains that are collec- 
tively responsible for approximately 60% of US supermar- 
ket sales and 46% of all US grocery sales We also 
obtained good coverage of the 35 categories selected for 
our sample The average number of responses per category 
was 10, some categories had up to 15 responses, and the 
lowest number of responses was 7 The lead suppliers 1den- 
tified by respondents accounted, on average, for 47 4% of 
the retailers! category sales and had been supplying them 
for an average of 18 5 years 

Tests for nonresponse bias included a comparison of 
secondary data for buying offices tbat participated 1n our 
research with those that did not, which indicated no signifi- 
cant differences 1n dollar sales and number of stores oper- 
ated We also compared the mean scores for all constructs 
between early and later respondents (those responding 
before and after the median date of response) and found no 
significant differences between the two groups 

One year after the initial survey, we contacted the presi- 
dents of the participating buying offices again and asked for 
objective financial growth performance data (percentage 
change 1n sales, profit, and market share over the past 12 
months) for each of the five categories We received these 
data for 256 of the 347 (74%) retailer product categories for 
which we had survey data 


Measures 


Many of the constructs 1n Figure 1 are new to this research 
design, so for these we combined insights from our field- 
work and the literature to develop questionnaire 1tems and 
then used standard statistical tools to evaluate them To 
enhance face validity, we refined the wording and content 
of an initial set of questionnaire items and instructions 
according to feedback from six industry managers These 
were then further refined on the basis of a pretest of 20 
category managers/buyers randomly selected from our gen- 
eral population After responding to questions about other 
lead supplier characteristics, we also asked the retailer's 
category manager to indicate if the lead supplier was con- 
sidered the retailer’s “category captain” for the category 
Our lead supplier opportunism measure extends Brown, 
Dev, and Lee’s (2000) scale using insights from our field- 
work Our measure of militancy by other suppliers ıs a 
more active and negative framing of the acquiescence mea- 
sure developed by Morgan and Hunt (1994) Our fieldwork 
and the literature indicate that category objectives vary 
among retailers (e g , Gruen and Shah 2000) and even 


between categories for the same retailer (e g , Dhar, Hoch, 
and Kumar 2001) In measuring retailer category perfor- 
mance, we therefore asked respondents to rate category per- 
formance relative to their objectives over the past year using 
four seven-point semantic differential scales As noted previ- 
ously, 12 months later we also obtained data covering the sub- 
sequent financial growth performance of 256 of the 347 cate- 
gones for which we collected initial survey data Table 2 lists 
the constructs, respondent questions, scale items, and anchors 
Table 3 provides a correlation matrix for our constructs 


Assessment of Measures 


We used confirmatory factor analysis (CFA) to assess our 
measures (e g , Gerbing and Anderson 1988) Our measure- 
ment model fit well with the data (y? = 1225 5, df = 665, p < 
001, incremental fit index [IFI] = 957, Tucker-Lewis 
index [TLI] = 949, comparative fit index [CFI] = 957, and 
root mean square error of approximation [RMSEA] = 049) 
The composite reliabilities for the scales ranged from 85 to 
96 (see Table 2), suggesting excellent reliability The 
strong loadings and significant t-values for each 1tem on the 
constructs they are intended to represent (Table 2) support 
the convergent validity of our measures (e g , Anderson and 
Gerbing 1988) For each possible pair of constructs we 
compared chi-square statistics 1n measurement models in 
which the covariance between the two constructs was 
allowed to vary and then fixed at one (e g , Bagozzı, Yı, and 
Phillips 1991) Changes 1n chi-square were far greater than 
the critical value 1n each case, supporting discriminant 
validity ın each model We also computed the average varı- 
ance extracted (AVE) values of each construct These 
ranged from 58% to 85%, while the shared variances 
between the constructs ranged from 0% to 46%, indicating 
discriminant validity among our constructs (e g , Fornell 
and Larcker 1981) We evaluated the convergent validity of 
our retailer category performance measure using the objec- 
tive financial growth performance data on percentage 
changes 1n sales, profit, and market share for each surveyed 
product category These measures were significantly corre- 
lated (p « 001) with the meeting retailer category goals 
performance scale with coefficients of 335, 527, and 539, 
respectively 


Hypothesis Testing 


We tested our hypotheses using structural equation model- 
ing (SEM) We controlled for measurement error using full 
SEMS in which we estimated the nine constructs and speci- 
fied relationships between them (Figure 1) simultaneously 
We estimated two separate models The first used the full 
sample and the meeting retailer category goals performance 
dependent measure, and the second used the subset of the 
sample for which we had the follow-up objective financial 
growth data, using the three growth indicators to estimate a 
single latent dependent measure For each model, we esti- 
mated all the paths shown in Figure 1 and also included a 
same-source factor to control for possible common method 
bias (eg , Netemeyer et al 1997), when we excluded a 
same-source factor , the substantive results for both models 
remained essentially the same 


To account for potential CM policy differences between 
retailers, we also controlled for retailer-specific fixed 
effects on the CM variables 1n our model Specifically, we 
regressed dummy variables for the retail chains onto the 
indicants of the CM intensity and lead supplier influence 
latent constructs and then subtracted the portion of the ındı- 
cants that was explained by the chain effects before com- 
puting the constructs The results are substantively the same 
as when the retailer fixed effects are not 1ncluded, but the 
addition of this control step enhances confidence in our 
results 

As Table 4 shows, the structural equation models— both 
for retailer category financial growth and also for meeting 
retailer category performance goals—fit the data well, the 
IFI, CFI, and TLI statistics are all well above 9 and 
RMSEAs are well below 08 The models explain 49% of 
the variance in retailers’ meeting category goals perfor- 
mance and 23% of the variance in retailers’ objective finan- 
cial growth We also compared our hypothesis-testing mod- 
els with more complex models that introduced additional 
paths not shown in Figure 1 These neither significantly 
increased model fit nor enhanced understanding of retail 
CM Therefore, the SEMs based on the relationships 1n Fig- 
ure 1 provide stable and parsimonious estimates of the mul- 
tivariate relationships 1n our data 

To provide additional insights, we supplement the SEM 
results with an analysis of variance to evaluate differences 
in means (for all the variables 1n our model of retail CM) 
between CM situations in which the retailer 1s relying on a 
category captain and those in which the lead supplier 1s not 
a category captam Although this analysis 1s descriptive 
rather than a test of the underlying causal mechanisms, it 1s 
a useful supplement to our SEM analysis ın that ıt provides 
additional insights into a central question in retail CM prac- 
tice—that 1s, on the conditions in which retailers rely on a 
category captain and on the results that category captains 
produce 


Results and Discussion 


Table 4 provides coefficients for all the paths in the model 
we tested To aid the interpretation of our findings, we con- 
ducted follow-up interviews in which we discussed our 
results with 24 managers (17 of whom participated in our 
survey data collection) When appropriate, we include 
insights from these follow-up interviews 1n our subsequent 
discussion 


SEM Hypothesis Testing Results 


Hı,, which suggests a positive relationship between the 
retailer’s relative CM resources and CM intensity, 1s not 
supported in either the meeting category goals or the objec- 
tive financial growth SEM model However, the Hj, rela- 
tionship between the retailer’s relative CM resources and 
lead supplier CM influence 1s strongly supported 1n both 
models, with coefficients of — 609 and — 638 (p < 001), 
respectively Conversely, the Hə, posited relationship 
between retailer marketing capabilities and CM intensity 1s 
supported ın both models with coefficients of 180 and 178 
(p « 001), respectively, while the hypothesized negative 
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TABLE 2 
Constructs and Measure Assessment 


KER ŞE — —. ———.—.--————....—..———————“—— 
Constructs, Questions, and Items Composite Standardized 
(All Measured on Seven-Point Scales) Reliability AVE Loading 


Retailer's Relative Resources 

Please indicate the extent to which your firm has more or less of each of the 95 8496 
following when compared to the resources of the supplier who has the most 

influence on how you manage this category ("much less" to "much more") 


“Knowledge of consumers who shop this category of products 92 
Financial resources available for this category of products 86 
«Insight into consumer buying habits for this category of products 96 
“Level of brand awareness with consumers who shop this category of products 92 
Retailer Marketing Capabilities 
This store or chain. ("strongly disagree" to "strongly agree") 85 6796 
“Has a reputation with suppliers as a very capable marketer 73 
‘ls a sophisticated marketing organization 84 
*Possesses strong marketing capabilities 88 
Category Strategic Importance 
This particular category ("strongly disagree" to "strongly agree") 91 71% 
Offers a higher gross margin percentage 54 
*Acts as a "traffic builder" for the store 94 
«Generates much larger dollar sales than other categories 90 
els key to our ability to compete effectively 93 
CM Intensity 
Please indicate the total amount of time and effort devoted to each of the 91 58% 


following activities for the set of products in this category at your chain, 
taking into consideration the total work done by you, others in the company, 
and/or by one or more suppliers (“none” to “a great deal") 


«Analyzing pricing 75 
Determining the impact of special displays 79 
Analyzing profitability of individual SKUs 88 
*Evaluating private label products 53 
‘Implementing promotion or advertising plans 85 
«Adjusting logistical arrangements 61 
«Changing the assortment of SKUs 80 
*Developing detailed category performance objectives 83 

Lead Supplier Influence 

Considering this category of products, the supplier who has the most influence 95 8196 

(“strongly disagree" to “strongly agree") 
*Has significant responsibility for execution in this category 85 
*Has a big impact on category goal setting 96 
“Strongiy influences the planning of marketing initiatives 96 
Significantly influences how other suppliers’ SKUs are marketed 83 
*Has significant input into the analysis done for this category 88 

Lead Supplier Opportunism 

Considering this category of products, the supplier who has the most influence 90 6996 

("strongly disagree" to "strongly agree") 
Alters facts to suit their needs 84 
*Often acts to benefit itself at our expense 87 
*Gives complete, even unfavorable, information (reverse scored) 73 
‘Lacks integrity when not closely monitored 88 

Militancy by Other Suppliers 

Please indicate whether there has been more or less of each of the following 96 85% 


behaviors on the part of suppliers for this category other than the most 
influential supplier (“much less" to "much more") 


-Sabotaging good ideas from another supplier 93 
*Arguing with my decisions 84 
"Obstructıng programs that we initiate 96 
‘Interfering with what needs to be done to meet our objectives 95 

Lead Supplier Category Performance 

Please indicate the extent to which each of the below has increased or decreased 89 6796 

("big decrease" to "big increase" anchors with "about the same" midpoint) 
“Most influential supplier’s total category shelf space 79 
“Most influential supplier’s share of category business 90 
“Ads, displays and features for most influential supplier's products 81 
“Most influential supplier's profits from this category at your store 78 
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TABLE 2 


Continued 
Constructs, Questions, and Items Composite Standardized 
(All Measured on Seven-Point Scales) Reliability AVE Loading 
Retailer Category Performance 
Please indicate your assessment of the category's performance versus objectives 95 83% 
during the past year (Semantic differential) 
"Excellent" to "poor" 93 
“Well short of goal” to "far exceeded goal” 90 
"Outstanding" to “unsatisfactory” 94 
“Improving” to “getting worse" 88 
TABLE 3 
Construct Intercorrelations 
Construct 1 2 3 4 5 6 7 8 9 
1 Retailer relative resources 10 
2 Retailer marketing capabilities 258” 10 
3 Category strategic importance —152* 167” 10 
4 CM intensity —185** 214” 677” 10 
5 Lead supplier influence — 607** — 073 350” 425” 10 
6 Lead supplier opportunism —063 —263** — 127“ -046 —014 10 
7 Militaney by other suppliers —037  —078 016 —152** —128" 144** 10 
8 Lead supplier category performance —288** 059 387** S393"  447* —225** —006 10 
9 Meeting retailer category goals —174* 200** 5837” 604“ 451** —183** —116" 482** 10 
10 Objective category financial growth — 029 102 380** 436** 246** —058 -—134* 343** 551** 
11 Category captain lead supplier — 498** — 111” 2077 307” 773” —035 -—204" 9312” 178** 
"pe 05 
"p< 01 
TABLE 4 


Standardized Path Coefficients for Two Structural Equation Models 


Retailer Category Performance 
Dependent Variable 


Paths Modeled 


Meeting Retailer 


Objective 
Category Goals Financial Growth 


Hia Retailer's relative resources — CM intensity 017 119 
Hıp Retailer’s relative resources — Lead supplier influence — 609*** — 638*** 
Ho, Retailer marketing capabilities — CM intensity 180*** 178** 
Hə, Retailer marketing capabilities — Lead supplier influence 056 047 
Haa, Category strategic importance — (ÜM intensity 545*** Bre 
Hap Category strategic importance — Lead supplier influence 242*** 220*** 
H4 Lead supplier influence — CM intensity 342*** 425*** 
Hs, CM intensity — Retailer category performance 485*** 338*** 
Hsp CM intensity — Lead supplier category performance 153** 184** 
Hs, CM intensity — Lead supplier opportunism 016 073 
Hsg CM intensity > Militancy by other suppliers — 221*** — 185* 
He, Lead supplier influence — Retailer category performance 139* — 045 
He, Lead supplier influence — Lead supplier category performance 396*** 401*** 
Heç Lead supplier influence — Miltancy by other suppliers — 067 —075 
R, Lead supplier influence > Lead supplier opportunism 019 025 
Hz Lead supplier opportunism — Lead supplier category performance — 143* — 071 
Rə Lead supplier opportunism — Retailer category performance — 099* — 006 
R Lead supplier opportunism > Mliltancy by other suppliers 259*** 241*** 
R, Mliitancy by other suppliers — Retailer category performance — 026 — 122 
Ha Lead supplier category performance — Retailer category performance 181*** 161* 





Fit Indexes 


Meeting Retailer Category Goals Model 

X2 = 1303 84, df = 681, p< 001, IFI = 952, CFI = 952, RMSEA = 051 
Objective Category Financial Growth Model 

x2 = 1311 74, df = 644, p< 001, IFI = 924, CF] = 928, RMSEA = 068 


*p « 05 
“p< 01 
"bc 001 
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relationship with lead supplier CM influence ın Hy, 1s not 
supported in either model Hə, and Hap, which link category 
strategic importance with CM intensity and lead supplier 
CM influence, are strongly supported, with coefficients of 
545 and 572 (p < 001) and 242 and 220 (p « 001), 
respectively 

In terms of the relationship between the two compo- 
nents of retail CM at the heart of our model, our results 
strongly support H4, with path coefficients for the lead sup- 
plier 1nfluence-retail CM intensity relationship of 342 and 
425 (both p « 001), respectively, 1n the meeting retailer 
category goals and objective financial growth models This 
supports industry analysts’ recommendations that retailers’ 
CM resource deficits can be overcome through CM rela- 
tionships with lead suppliers, and the GVA insight that 
leveraging a lead supplier’s resources and capabilities into 
increased retail CM intensity involves giving the supplier 
influence over the retailer’s CM decisions and actions in 
return 

From a retail CM benefits perspective, the path coeffi- 
cients of 485 and 338 (both p < 001) strongly support Hs,, 
which links CM intensity with retailer performance 1n both 
the meeting retailer category goals and objective financial 
growth models Both models also support Həp, which links 
CM intensity with the lead supplier’s category performance, 
with coefficients of 153 and 184 (both p < 01), respec- 
tively Moreover, coefficients of — 221 (p « 001) and — 185 
(p < 05) support the negative effect of more intensive CM 
on militant behaviors by other suppliers (H54) However, we 
find no support for Hse, which posits a negative link 
between CM intensity and lead supplier opportunism As 
we discuss subsequently, this may be because the absolute 
level of opportunism 1s low, and it appears to be less of a 
problem than many retailers anticipate We also find some 
support for the Ha, proposition that retailers can benefit 
from lead supplier CM influence beyond the benefits that 
accrue through greater CM intensity, with a coefficient of 
139 (p « 05) in the retailer category performance model 
However, the insignificant coefficient in the objective 
financial growth model indicates that this benefit may apply 
to objectives other than those related to financial growth 
Our results also indicate strong support for Hep, which links 
lead supplier influence on retailers’ CM directly to the lead 
supplier’s performance, with path coefficients of 396 and 
401 (both p < 001) in the two models 

From a downside risk and cost perspective, 1n contrast 
to Morgan, Kaleka, and Gooner (2007), we find no evi- 
dence in either SEM that a lead supplier’s influence on 
retail CM 1s related to its opportunism (RI) This may be a 
result of differences in the US and UK contexts For 
example, the U K market 1s dominated by a small number 
of powerful retailers that keep CM largely in-house and 
view exercising their power to gain price leverage over sup- 
pliers as the normal “rules of the game” As a result, UK 
suppliers may have a greater incentive to exploit any influ- 
ence they have Alternatively, the different results may be a 
result of including CM intensity 1n our comprehensive CM 
model, which provides lead suppliers with a greater perfor- 
mance benefit from working with rather than against the 
retailer's 1nterests 
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Consistent with Morgan, Kaleka, and Gooner (2007), 
our SEM results show that when opportunism emerges, 1t 
can both damage the retailer's category performance directly 
(R2) and 1ncite militant behaviors by other suppliers (R3) 
However, also consistent with Morgan, Kaleka, and 
Gooner, the absence of a significant, negative mılıtancy— 
retailer performance relationship (R4) in either of our mod- 
els suggests that nonlead suppliers have limited “punitive 
capacity " We find no support for Heç, which links lead sup- 
plier influence with increased militancy by other suppliers 
We find some support for the hypothesized negative rela- 
tionship between lead supplier opportunism and lead sup- 
plier performance (H7) with a significant negative coeffi- 
cient of — 143 (p < 05) 1n the meeting retailer category 
goals model Finally, both SEM models support Hg, which 
links lead supplier category performance with retailer cate- 
gory performance, with path coefficients of 181 (p « 001) 
and 161 (p « 05), respectively 


Discussion of SEM Results 


These results offer ımportant new insights into the benefits 
of retail CM First, more intensive CM efforts bring perfor- 
mance benefits to both the retailer and lead supplier In 
addition, with a significant, negative relationship with mılı- 
tancy by other suppliers, our study suggests that this can 
occur ın ways that may also be appreciated by the other 
suppliers to a category From a simple “more effort delivers 
more results” perspective, these results may appear intuitive 
for the retailer, however, they contrast with the widespread 
skepticism regarding claims of CM benefits among retailers 
ın our fieldwork and ın the trade press In addition, the find- 
ing that both retailers and suppliers (ancluding those who 
may have little or no influence on retail CM) claim these 
CM value-creation benefits contradicts prior analytical 
work suggesting that retailers will claim all of any CM 
benefits (eg , Basuroy, Mantrala, and Walters 2001, 
Gajanan, Basuroy, and Beldona 2007) Second, our results 
show that lead supplier influence on retailer CM also brings 
positive benefits for both the lead supplier and the 
retailer— beyond those that accrue to both parties through 
driving greater CM intensity In addition, the evidence we 
present of some direct benefits of lead supplier influence to 
retailer category performance suggests that even when 
retailers have and deploy needed CM resources to inten- 
sively manage a category, the quality of CM may be 
enhanced by involving lead suppliers 

Our SEM results also offer important new insights con- 
cerning when greater retail CM intensity 1s most likely 
First, consistent with GVA, we find that when retailers’ ın- 
house CM resources are inferior, they seek help from a lead 
supplier by ceding influence over their CM decisions How- 
ever, when retailers possess superior CM resources, we find 
that they are not using them to engage in more intensive 
CM Given the CM performance benefits we show, this 1s a 
missed opportunity for some of the retailers in our sample 
Conversely, we find that while retailers with greater mar- 
keting capabilities engage in more intensive CM, the 
absence of these capabilities does not appear to motivate 
retailers to seek CM support from an influential lead sup- 


plier Thus, while more capable retailers are engaging in 
more intensive CM, many retailers with their own CM 
resources apparently allow their fears of relying on a lead 
supplier to blind them to an important opportunity to 
enhance their CM efforts and forgo CM's benefits as a 
result 

Second, we find that more retail CM occurs in cate- 
gories that are strategically 1mportant to the retailer At one 
level, this 1s intuitive Retailers should allocate scarce CM 
resources wherever they can most contribute to achieving 
their strategic objectives Likewise, lead suppliers that want 
to maximize their retail CM influence will allocate their 
own resources to the retailer categories that will give them 
the greatest influence However, both core competence 
(eg, Hamel and Prahalad 1994) and positioning (eg, 
Porter 1996) strategic logic suggest that retailers should 
keep direct control over activities that are central to their 
long-term competitive advantage In addition, GVA sup- 
ports these arguments but, importantly, also posits that 
firms can allow external control of strategically important 
activities if the value creation and claiming benefits of 
doing so can be protected by an appropriate governance 
mechanism (e g , Ghosh and John 1999, 2005) That the 
retailers in our sample generally allow a lead supplier more 
CM influence ın the retailer's most strategically important 
categories 1n exchange for access to the resources necessary 
to create value through CM indicates that, despite the skep- 
ticism and fears voiced 1n the literature and our fieldwork, 
retailers believe that CM 1s such a governance mechanism 

Finally, from a downside risk and costs perspective, our 
SEM results clearly show that retailer fears regarding retail 
CM are overblown Opportunism by lead suppliers does 
exist 1n our sample, and when it does, it damages the 
retailer’s and lead supplier’s performance However, we 
show that opportunism is no more likely to occur 1n cate- 
gores under retail CM Moreover, we also show that retail 
CM 1s likely to reduce rather than incite militant behaviors 
by other suppliers Collectively, these results indicate that 
retail CM 1s an effective value-creating and claiming mech- 
anism ın which retailer-lead supplier CM relationships can 
be win-win—and that this can be accomplished without 


sacrıficıng the retailer’s relationships with its other suppli- 
ers However, 1f judged by their CM actions, it is apparent 
that to some of the retailers in our sample, these conclu- 
sions are either not obvious or not believed To provide 
greater insight into this, we now turn to a follow-up 
descriptive analysis 


Profile of Category Captain Conditions and 
Outcomes 


Table 5 presents means and standard deviations for all of 
the variables 1n our Figure 1 model of retail CM for the 
total sample as well as for situations ın which the retailer 
has elected to use a category captain and those 1n which the 
lead supplier 1s not a category captain Note that in our sam- 
ple, which 1s representative of a large number of categories 
and supermarket chains, half the retail CM situations we 
examine involve reliance on a category captain Next, we 
bnefly profile the characteristics of these retail CM situa- 
tions 1n Which a category captain 1s used 

Table 5 confirms that category captains enjoy dramati- 
cally higher (5 47 vs 2 66) mean CM influence than suppli- 
ers 1n traditional roles, and on average the categories they 
support are managed much more intensively (means of 4 77 
vs 403) This indicates that the category captain measure 
converges with our retail CM conceptualization and its key 
measures 

On average, retail CM settings managed by category 
captains are more strategically important to retailers (4 74 
vs 4 10) than those managed without a captain, and retail- 
ers acknowledge that these are categories 1n which they on 
average have lower relative resources (2 79 vs 4 63) and 
marketing capabilities (4 87 vs 5 14) Retailers report that 
the mean level of opportunism 1s relatively low for both 
category captains and other lead suppliers — and. 1mpor- 
tantly, the difference (2 45 vs 2 54) does not approach sta- 
tistical significance (p < 517) Despite the similar mean 
levels of opportunism by category captains and other lead 
suppliers, retailers report that mılıtancy by other suppliers 1s 
on average significantly lower with category captains (3 33 
vs 388) However, an even greater benefit highlighted ın 
this analysis 1s that category captains are associated with 


TABLE 5 
Descriptive and ANOVA Statistics for Total Sample and Subgroups of those Retailers Using or 
Not Using a Category Captain 


Total Sample 


(n = 347) 

Construct M (SD) 

Lead supplier influence 407 (1 82) 
CM intensity 440 (121) 
Retailer relative resources 371 (185) 
Retailer marketing capabilities 520 (99) 
Category strategic importance 442 (155) 
Lead supplier opportunism 250 (130) 
Militancy by other suppliers 360 (134) 
Lead supplier category performance 463 (75) 
Meeting retailer category goals 460 (130) 
Objective financial growth 147 (267) 


Category Captain No Category 
(n = 174) Captain (n z 173) F (p-Value) 

M (SD) M (SD) d.f. 2 1,346 
547 (104) 266 (126) 51384 (p< 001) 
477 (90) 403 (1 32) 3578 (p< 001) 
279 (161) 463 (161) 11368 (p< 001) 
487 (99) 514 (113) 565 (p< 018) 
474 (1 36) 410 (1 67) 1541 (p< 001) 
245 (117) 254 (1 42) 421 (p< 517) 
333 (138) 388 (1 24) 1494 (p< 001) 
486 (66) 440 (76) 3713 (p< 001) 
505 (92) 415 (147) 4713 (p< 001) 
197 (295) 102 (231) 741 (p< 007) 
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much higher average performance for the retailer 1n meet- 
ing Its category objectives (5 05 vs 415) and achieving 
financial growth (1 97 vs 102) Category captains clearly 
do not produce this result by trading off their own well- 
being for the benefit of the retailer To the contrary, cate- 
gory captain mean performance gains are on average higher 
(4 86 vs 4 40) while achieving higher performance for their 
retail partners These descriptive results are consistent with 
the estimates produced by the SEM analysis, but the magni- 
tude of the advantage of using a category captain 1s even 
clearer, suggesting that no retailer or supplier should ignore 
the potential value of such collaborations 

These results offer new insights into the use of category 
captains The incidence of category captain relationships we 
observe 1s more common than 1s widely believed among 
industry analysts (Both retailers and suppliers have been 
reticent to provide estimates of the extent of the use of cate- 
gory captains ) When retailers enter into such category cap- 
tain relationships with a lead supplier, our findings suggest 
that the beneficial effects of retail CM for both retailers and 
suppliers may be even greater than those revealed in our 
SEM results Category captain situations exhibit signifi- 
cantly higher levels of both CM intensity and lead supplier 
influence on retail CM and significantly higher mean cate- 
gory performance outcomes for both retailers and lead sup- 
pliers In addition, the downside risks and costs of CM may 
be even lower when the lead supplier to the category 1s a 
category captain—with similarly low levels of opportunism 
and significantly lower levels of militant behaviors by other 
suppliers when using category captains Overall, this sug- 
gests that retailers’ outsourcing of CM to category captain 
lead suppliers offers a viable way to enhance channel sys- 
tem efficiency However, as we observe here, only half our 
sample of retail CM situations 1s retailers benefiting from 
such arrangements 


Implications for Theory 


Our study offers contributions to theory 1n three main areas 
First, we develop and test a comprehensive new model of 
retail CM Our model reveals the importance of the inten- 
sity of CM efforts 1n a category 1n understanding retail CM 
Most prior work has adopted an analytical perspective and 
viewed CM as a binary variable (1 e , does the retailer “do” 
CM or not? e g , Gajanan, Basuroy, and Beldona 2007) We 
show that this framing is unrealistic and may therefore 
potentially produce misleading insights Both our fieldwork 
and empirical results indicate that retailers’ CM resources 
are scarce Retailers must therefore make strategic resource 
allocations regarding how intensively to manage each of the 
categories that they sell Therefore, it ıs unlikely —if not 
impossible—for any retailer selling 300-plus product cate- 
gories to simply make and execute a policy decision to 
manage all its categories intensively We also observe a 
wide range of different CM intensity values across the 347 
CM situations for which we have data—with less than 10% 
of these categories being managed at either extremely low 
or extremely high intensity (2 or less or 6 or more on a 
seven-point scale) Thus, we show that CM intensity 1s 
rarely an “all or nothing” decision at either the retailer or 
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the category level This suggests the need for finer-grained 
analytical CM models that allow for different levels of CM 
intensity rather than simply the existence (or nonexistence) 
of retail CM 

In addition, the research streams considering CM and 
buyer-seller relationships have developed independently of 
one another Our model offers the first integration of these 
research streams, considering both the level of CM actıvı- 
ties (CM intensity) and who performs them (lead supplier 
influence) We show that both aspects of retail CM need to 
be examined simultaneously, because studying either com- 
ponent 1n isolation presents an incomplete picture of retail 
CM and produces potentially erroneous conclusions For 
example, our SEM results 1ndicate that focusing on either 
lead supplier influence or CM intensity would significantly 
understate the benefits of retail CM to both retailers and 
lead suppliers Similarly, ignoring lead supplier influence’s 
effect on retail CM would miss its critical role in driving 
CM intensity in our results, while focusing only on lead 
supplier influence would miss other suppliers’ reduction in 
militancy associated with more intensive CM efforts Thus, 
we show that any comprehensive model capable of explain- 
ing when retail CM occurs and its costs and benefits must 
include both of these components Our data—representing a 
wide variety of product categories sold by U S supermarket 
retailers—provide strong support for our model Our 
empirical results are specific to the US supermarket chan- 
nel, but our theorizing has wider applications to other mar- 
Kets 1n which retailers and wholesalers sell multiple brands 
from multiple suppliers 

Second, we offer new insights into the mechanisms by 
which retail CM adds value ın a network supply-chain con- 
text For example, we find that relying on a lead supplier ın 
retail CM leads to improved performance for the retailer 
and the lead supplier, without provoking greater levels of 
push-back from other suppliers Furthermore, the greater 
CM intensity produced by relying on lead suppliers actually 
reduces other suppliers’ militancy These outcomes may be 
even stronger when the lead supplier 1s a designated cate- 
gory captain Overall, this supports the idea that dyadic 
buyer-suppher relationships can affect the rest of the sup- 
ply network (eg, Anderson, Hakansson, and Johanson 
1994) Indeed, in retail CM and other analogous settings 
(e g , vendor-managed inventory, outsourcing of R&D to 
“first-tier” parts suppliers), the dyadic buyer-lead supplier 
relationship is designed to create such network effects 
However, 1n the face of supply network interdependencies, 
such buyer-seller relationships can clearly give rise to costs 
as well as benefits In our U S. supermarket context, we do 
not observe significant lead supplier opportunism and other 
supplier militancy risks and costs However, 1n other situa- 
tions 1n which nonlead suppliers are less dependent on a 
small number of large buyers and/or have a higher punitive 
capacity, such network costs might outweigh CM’s benefits 

Third, we provide new insights relevant to the emerging 
GVA perspective on interorganizational relationships and 
marketing strategy that incorporates firm-specific resource 
differences (e g Ghosh and John 1999, 2005, Palmatier, 
Dant, and Grewal 2007) Importantly, despite the potential 
for conflicting goals and power-dependency issues, our 


results show that sharing of needed resources can be 
accomplished 1n ways that result in true win-win relation- 
ships between buyers and suppliers—even 1n a context that 
our fieldwork revealed uses no formal contracts to safe- 
guard the ability to claim value from their joint efforts 
Thus, consistent with GVA, appropriately designed and 
managed buyer-seller coordination 1s clearly a viable rela- 
tional mechanism to expand resource availability, enable 
new value-creating strategies to be conceived and executed, 
and allow the outcomes to be jointly claimed by both par- 
ties This has important implications For example, it sug- 
gests that channel research using analytical models should 
allow for win-win relationships such as those we observe, 
rather than focusing only on zero-sum games (e g , Basuroy, 
Mantrala, and Walters 2001, Gayanan, Basuroy, and Bel- 
dona 2007) 


Implications for Managers and Policy Makers 


Our study offers several important new insights for man- 
agers First, in the absence of credible evidence of CM 
benefits, many retailers have undermanaged the product 
categories they sell We show that retailers engage with lead 
suppliers when facing deficits in needed CM resources and 
ramp up their CM intensity and category performance as a 
result However, we also show that when retailers possess 
the needed CM resources in-house, they are not using these 
resources to increase the intensity of their CM efforts This 
ıs short-sighted Contrary to the skepticism uncovered ın 
our fieldwork, we show that more intensive retail CM has 
performance benefits for both retailers and suppliers The 
fact that we find these benefits in a sample of 35 categories, 
across a large proportion of the US supermarket popula- 
tion, enhances confidence in the generalizability of this 
relationship It also suggests that retailers can benefit from 
CM across a wider range of the product categories they sell 
than has been previously believed Thus, retailers should 
prioritize both the development and deployment of 
resources needed for effective CM In doing so, our results 
suggest that the development of in-house retailer marketing 
capabilities should clearly be a priority 

Second, our results indicate that retailers should 
actively seek to use effective suppliers to serve as category 
Captains to more intensively manage the product categories 
they sell and to improve category performance We show 
that retailers and influential lead suppliers can collaborate 
in retail CM in a win-win manner and that retailer fears 
concerning the downside risks and costs associated with 
allowing a supplier to have significant CM influence are 
overblown The CM benefits we uncover for lead suppliers 
also suggest that producers should be open to overtures 
from retailers and should also initiate category captain rela- 
tionships A supplier that can document success 1n CM rela- 
tionships with other retailers, especially 1n noncompeting 
markets, will likely have an advantage 1n this effort 

Third, although we find that an influential lead supplier 1s 
no more likely to be opportunistic and that average levels of 
opportunism are low, some opportunism does still exist Our 
results show that this opportunism damages the lead sup- 
plier’s as well as the retailer's performance and also provokes 


other suppliers’ militant behaviors Thus, retailers should 
continue to be vigilant 1n their monitoring—particularly 
when they do not use a category captaın —and should 
encourage all suppliers to report such opportunism when 
they see 1t Supplier managers should also note that retailers 
are readily able to detect and punish opportunism and that 
the performance benefits of being influential ın retailers’ 
CM ın the US supermarket supply chain offer rewards that 
make any short-term benefits of opportunism look even less 
attractive 

Finally, our findings on retailers’ use of category cap- 
tains 1n retail CM are also of interest to public policy mak- 
ers Antitrust analysts have discussed the potential for a 
category captain to either unfairly disadvantage competing 
suppliers to a product category or to collude with them 
(e g , Desrochers, Gundlach, and Foer 2003, Steiner 2001) 
Category captains are the norm in some CM situations, and 
they directly affect the marketing of rivals’ products They 
are potentially able to restrict competition and thereby dam- 
age consumer welfare Our findings of decreased militancy 
by other suppliers when retailers use designated category 
captains suggest that some force—competition limiting 
power, collusion, or a combination—1s at work However, 
the increased efficiency and effectiveness ın meeting con- 
sumer needs suggested by improvements in retailer and 
category captain category performance—apparently not at 
the expense of other suppliers—may be an equally impor- 
tant consideration from a social welfare perspective 


Limitations and Research Directions 


There are several limitations 1n our study First, much of the 
data was collected at the same time, thus limiting our ability 
to evaluate causality However, we based the ordering of 
relationships tested on insights generated 1n our fieldwork, 
and 1t 1s supported in the literature Moreover, by collecting 
financial growth data a year later for a large subset of our 
sample, we were able to confirm the retail CM—performance 
relationships Nonetheless, further research utilizing longi- 
tudinal research designs may be useful 1n confirming the 
causal ordering of the other relationships uncovered ın our 
research For example, time-series analysis of category- 
level scanner data before and after the introduction of a CM 
system could evaluate the performance effects on the 
retailer, lead supplier, and other suppliers Second, although 
we sampled 35 representative product categories, other 
categories that are defined by different retailers ın more 
idiosyncratic ways may be handled differently Thus, care 
should be applied 1n generalizing our results to other cate- 
gories In addition, in the interest of generalizing our find- 
ings across a broad range of categories, this research uses a 
cross-category and cross-retailer design Further research 
examining individual categories and retailers may provide a 
richer understanding of the contingencies associated with 
category performance 

Our findings suggest several additional areas for further 
research First, in this initial research, we focus on linking 
the deployment of resources 1n retail CM with performance 
outcomes for retailers and suppliers However, we do not 
explicitly distinguish which party's resources are actually 
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being deployed 1n the retailer’s CM Does 1t matter whether 
it 1s primarily the retailer's, the lead supplier’s, or other sup- 
pliers’ resources—and if more than one of these, in what 
combination? This 1s a promising line of inquiry for theo- 
retically interesting and managerially relevant CM research 

Second, although we adopt a retailer perspective, our 
findings of lead supplier benefits suggest that a key question 
for further research 1s the cost to a supplier of supporting — 
or even taking over—retailers’ CM In addition, our inter- 
views suggest that suppliers increasingly view jockeying 
for the category captain position as the basis of intersup- 
plier competition This raises important new questions For 
example, what resources and strategies are required to com- 
pete effectively to be a category captain? Furthermore, 
given supplier consolidation and the network nature of the 
supply chain, what 1s the impact of multicategory and multi- 
retailer competition on supplier strategies and performance? 
For example, category captains and other suppliers may 
consciously or unconsciously share 1n the value created 1n 
retail CM Is this a result of tacit agreements with other sup- 
pliers not to exclude them from CM benefits because of 
multipoint contacts in which rival CPG suppliers act as 
category captain for the same category for different retailers 
and/or as category captain on different categories for the 
same retailer? 

Finally, given the public policy concerns surrounding 
the 1mpact of retail CM on competition and consumer wel- 
fare, retailer-supplier CM relationships are clearly an area 
in which further research is required For example, 
researchers should examine the impact of using category 
captains on the wholesale prices of both the lead and other 


suppliers’ brands — and the subsequent retail prices charged 
to consumers In addition, as highlighted previously, there 
is multipoint contact among suppliers 1n this channel and 
likely lead/nonlead supplier role reversals when most CPG 
firms sell across multiple categories and all sell to multiple 
retailers It 1s therefore important to examine whether and 
how such multipoint contact among suppliers may reduce 
channel competition and efficiency and how it affects 
wholesale prices 


Conclusion 


Despite skepticism among managers, we show that positive 
performance outcomes can be realized by both a retailer 
and a category captain when a retailer's product categories 
are more intensively managed and a category captain has 
significant influence over the management of all the brands 
in the category We also show that many of the feared 
downside costs and risks associated with retail CM are 
overblown and are outweighed by the benefits for retailers 
and suppliers that serve as category captain Our study pro- 
vides the first evidence that retail CM 1s an effective value- 
creating and value-claiming mechanism ın which retailer 
supplier relationships can be win-win However, even when 
they have the needed resources 1n-house, we find that many 
retailers are undermanaging the product categories they 
sell Apparently, they do not want to cede control to an 
influential lead supplier but then do not take steps to 
increase CM intensity and category performance unilater- 
ally We show that this 1s shortsighted and leads to subopti- 
mal performance 
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Pieter Pauwels, & Benedict G.C. Dellaert 


The Bright Side and Dark Side of 
Embedded Ties in Business-to- 
Business Innovation 


Although the number and importance of Joint innovation projects between suppliers and their customers continue 
to rise, the literature has yet to resolve a key question Do embedded ties with customers help or hurt supplier 
Innovation? Drawing on both the tie strength and knowledge literatures, the authors theorize that embedded ties 
interact with supplier and customer innovation knowledge to influence supplier innovation Ina sample of 157 Dutch 
business-to-business innovation relationships, they observe that embedded ties weaken how much suppliers 
benefit from customer innovation knowledge because of worries about customer opportunism (the dark side of 
embedded ties) However, they uncover three moderating relationship and governance features that allow 
suppliers to overcome these dark-side effects and even increase Innovation (the bright side of embedded ties) 
Finally, although the authors predicted a bright-side effect, they find that embedded ties neither help nor hinder the 
supplier to leverage its own innovation knowledge in the relationship 


Keywords embedded ties, knowledge, business-to-business partnerships, innovation, co-creation, dark side, 
bright side 


o reduce costs and increase the effectiveness of 1nno- and Walker 2004, Cavusgil, Calantone, and Zhao 2003), 
| vation efforts, many business-to-business (B2B) firms network design and management (Ahuja 2000, Wuyts, 
now engage in joint innovation activities with cus- Stremersch, and Dutta 2004), and interorganizational learn- 
tomers (Anderson, Hakansson, and Johanson 1994, Fang ing (Rindfleisch and Moorman 2001, Uzzi and Lancaster 
2008, Von Hippel and Katz 2002) At both the dyadic (e g , 2003) 
Moller and Halinen 1999) and network (eg, Achrol and Our focus 1s on the knowledge exchange occurring 1n 
Kotler 1999) levels, there 1s a sizeable literature on joint vertical (supplier-customer) interfirm innovation relation- 
ınnovatıon activities (Ahuja 2000, Lane and Lubatkin 1998, ships Such exchange is central to innovation because 
Powell, Koput, and Smith-Doerr 1996, Rindfleisch and although supplier firms have the knowledge to produce a 
Moorman 2001, Sivadas and Dwyer 2000) The focus of solution, customer firms have the most knowledge about 
this literature 1s to understand the conditions under which their own needs as users (Von Hippel 1986) Thus, if the 
these complex activities produce innovation Studies have two partners can exchange what they know, the likelihood 
examined governance choices (Carson 2007, Sividas and of supplier 1nnovation increases. However, this outcome 1s 
Dwyer 2000), partner selection and management (Bonner not a given, as witnessed 1n the dismal 70% failure rate of 


B2B innovation alliances (see De Rond 2003, p 3, Hughes 
and Weiss 2007, Lhuillery and Pfister 2009) 
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lower fears of opportunism (Rindfleisch and Moorman 2001) 
In turn, knowledge transfer between partners increases the 
likelihood of innovation 

A contrasting dark-side view argues that embedded ties 
can have a negative effect on knowledge sharing for inno- 
vation This occurs because embedded partners converge in 
their thinking (Anderson and Jap 2005, Moorman, Zaltman, 
and Deshpandé 1992), fail to switch to new partners when 
they would offer new knowledge (Gu, Hung, and Tse 2008, 
Sorenson and Waguespack 2006), and have increased 
opportunities to use exchanged knowledge to their partners’ 
detriment (Anderson and Jap 2005, Grayson and Ambler 
1999, Selnes and Sallis 2003) 

We seek to reconcile these views by arguing that 
whether embedded ties produce a bright-side or dark-side 
effect depends on other conditions 1n the relationship Fol- 
lowing work on knowledge flows in dyadic exchange 
behavior (Frenzen and Nakamoto 1993, Selnes and Sallis 
2003), we offer a contingency view of the effect of embed- 
ded ties as 1t interacts with supplier and customer innova- 
tion knowledge We do this 1n three ways 

First, we theorize that embedded ties with a customer 
help a supplier leverage its own knowledge more effec- 
tively We argue that this occurs because close customer ties 
Increase supplier motivation to use its knowledge Close 
ties also 1ncrease supplier opportunity to test its knowledge 
against customer experience early in the innovation 
process In this bright-side effect, embedded ties interact 
with supplier innovation knowledge to increase supplier 
innovation Second, we theorize that when the supplier 1s 1n 
an embedded relationship with a highly knowledgeable cus- 
tomer, this produces the two dark-side outcomes found ın 
prior research — increased supplier worries about customer 
opportunism and supplier perceptions of knowledge redun- 
dancy These, in turn, reduce supplier innovation Thus, we 
predict that the dark side 1s caused by the interaction of 
embedded ties and customer innovation knowledge Third, 
we theorize that this dark side can transform into a bnght 


side when the partners agree to a set of relational and gov- 
ernance mechanisms We theorize that this occurs because 
these mechanisms reduce supplier worries about customer 
opportunism and perceptions of knowledge redundancy 

We test our ideas in a sample of B2B relationships 
1nvolved in innovation projects across Dutch manufacturing 
industries All relationships are vertical between a supplier 
(the firm seeking to 1nnovate) and a business customer (the 
firm the supplier has partnered with to innovate) Our focus 
ıs on supplier innovation, defined as the supplier's use of 
new or improved product, service, or process activities rela- 
tive to the supplier's current activities (Thompson 1965, 
Zaltman, Duncan, and Holbek 1973) This broadened view 
of innovation allows the firm to innovate in all areas of 
marketing, not just new products and services For example, 
a supplier might sell current products but introduce a new 
segmentation scheme or a new channel 


Theory 


We begin with an overview of the literature on tie strength 
and partner knowledge in innovation We then make predic- 
tions about (1) how embedded ties interact with supplier 
knowledge to increase supplier innovation, (2) how embed- 
ded ties interact with customer knowledge to decrease sup- 
plier innovation, and (3) three relational and governance 
conditions that turn this dark side into a bright side Figure 
] summarizes our predictions 


The Conflicting Effects of Embedded Ties on 
Innovation 


The tie-strength literature has examined the nature and 
effect of relationships 1n general (Granovetter 1973), in 
intraorganizational settings (Levin and Cross 2004), in 
interfirm relationships (Rindfleisch and Moorman 2001, 
Uzzi 1997), and 1n networks (Ahuja 2000), both 1n market- 
ing and 1n strategy This research focuses on the role of rela- 
tional embeddedness between partners Following Uzzi and 


FIGURE 1 
The Role of Embedded Ties in B2B Innovation: The Dark Side and the Bright Side 
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Lancaster (2003), we define embedded ties as a close and 
reciprocal relationship between a customer firm and a sup- 
plier firm 

Embedded ties improve a wide range of relational and 
business performance outcomes ! However, research on the 
effect of embedded ties in the context of novel outcomes 
(e g , innovation) has uncovered conflicting results Early 
classic work has demonstrated that people find new jobs 
through weak or distant relationships This is because weak 
ties provide novel information compared with strong ties, 
which recycle familiar information (Granovetter 1973) 
Consistent with this finding, follow-up research has shown 
that weak ties offer firms nonredundant information in 
intraorganizational settings (Levin and Cross 2004) and 
across firms 1n a network (Ahuja 2000) Other research, 
however, has found that strong or embedded ties facilitate 
access to novel information 1n interfirm settings (Hansen 
1999, Uzzı and Lancaster 2003) One explanation 1s that 
partners involved in embedded ties are more willing to 
exchange sensitive or private knowledge because they trust 
each other (Reagans and McEvily 2003, Rindfleisch and 
Moorman 2001, Uzzi and Lancaster 2003) 

These findings have generated insights into the role of 
embedded ties However, given their conflicting nature, the 
extent to which firms can build innovation strategies using 
these ideas 1s limited Furthermore, from a theoretical view- 
point, the observed conflicts ın previous research indicate 
that other factors may influence when embedded ties have a 
positive or negative effect Therefore, we investigate the 
conditions under which embedded ties help or hurt supplier 
innovation Given the aforementioned critical role of 
knowledge exchange in interfirm innovation relationships 
(Carson 2007, Powell, Koput, and Smith-Doerr 1996, Rind- 
fleisch and Moorman 2001, Selnes and Sallis 2003, Sivadas 
and Dwyer 2000), we focus our attention on the interaction 
of embedded ties and both customer and supplier knowledge 

The next section briefly defines innovation knowledge, 
which is our focus, and describes the impact of customer 
and supplier innovation knowledge on supplier innovation 
We then turn to our predictions about the interaction of 
innovation knowledge and embedded ties 


The Impact of Supplier and Customer Innovation 
Knowledge on Supplier innovation 


The role of knowledge has a long and influential history 1n the 
innovation literature 1n general (e g , De Luca and Atuahene- 
Gima 2007, Han, Kum, and Srivastava 1998, Henard and 
Szymanski 2001, Moorman 1995) and ın the ınterfirm 1nno- 
vation literature specifically (Carson 2007, Powell, Koput, 
and Smith-Doerr 1996, Rindfletsch and Moorman 2001, 
Sivadas and Dwyer 2000) Following Moorman and Miner 
(1997, p 93, see also Day 1994), we define firm knowledge 


IResearch has studied the impact of embedded ties on customer 
value (Palmatier 2008), cooperation (Morgan and Hunt 1994), 
trust (Levin and Cross 2004), expectations of continuity (Morgan 
and Hunt 1994, Palmatier et al 2006), exchange of information 
(Hansen 1999, Reagans and McEvily 2003, Stanko, Bonner, and 
Calantone 2007, Uzzi and Lancaster 2003), and business perfor- 
mance (Rowley, Behrens, and Krackhardt 2000, Uzzi 1997) 
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as “stored beliefs, behavioral routines, or physical artifacts 
that vary in their content, level, dispersion, and accessibil- 
ity " We focus on innovation knowledge because it 1s a key 
factor 1n the 1nnovation partnerships we study (Dyer and 
Nobeoka 2000, Lilien et al 2002, Sıvadas and Dwyer 
2000) We investigate two types of partner innovation 
knowledge supplier innovation knowledge and customer 
innovation knowledge 

First, supplier innovation knowledge should influence 
supplier 1nnovation levels (eg , Henard and Szymanski 
2001) We focus on the supplier's proactive market orienta- 
ton as a key type of supplier innovation knowledge 
Narver, Slater, and MacLachlan (2004) define proactive 
market-onented firms as exhibiting two features relevant to 
innovation (1) a set of values associated with risk tolerance 
and entrepreneurship (Hamel 1991, Slater and Narver 1995) 
and (2) market information processes to uncover and meet 
latent, unarticulated customer needs Both qualities have 
been linked to firm innovation (e g , Atuahene-Gima and 
Ko 2001, Chandy and Tellis 1998, Narver, Slater, and 
MacLachlan 2004) Chandy and Tellis (1998, p 479) argue 
that a focus on customer needs of the future makes decision 
makers “aware of the market-related developments and the 
potential effects on the firm” Thus, firms are not overly 
committed to current marketing-related activities and 
actively screen for new ways of doing things In a similar 
vein, Narver, Slater, and MacLachlan (2004) emphasize that 
innovation knowledge drives the development and ımple- 
mentation of novel activities that address latent customer 
needs 

Second, following the literature, we define customer 
innovation knowledge as reflected in two key lead-user 
abilities (1) identifying needs and solutions sooner than 
most customers (Lilien et al 2002) and (2) applying exist- 
ing solutions in novel ways (Urban and Von Hippel 1988) 2 
Both abilities play an important role in innovation out- 
comes (Brown and Eısenhardt 1997, Morrison, Roberts, 
and Von Hippel 2000, Urban and Von Hippel 1988) 
Because innovation 1s an uncertain process lacking reliable 
information about latent needs, suppliers can benefit from 
customer innovation knowledge to generate novel ideas 
early in the process (Bonner and Walker 2004, Lilien et al 
2002) Therefore, when engaged 1n joint innovation with a 
high innovation knowledge customer, the likelihood of sup- 
plier innovation should increase ? 


2Urban and Von Hippel (1988) point out that lead-user cus- 
tomers also have stronger needs than typical customers This state 
1s a likely reason that lead users are more motivated to solve needs 
on their own rather than waiting for solutions from the market We 
do not include this quality of lead users in our description of cus- 
tomer innovation knowledge, because it 1s more a motivational 
state arising from knowledge and not a quality of knowledge 
itself 

3We do not offer main-effect hypotheses for the effects of the 
two types of partner innovation knowledge on supplier innovation 
given their more straightforward effect 1n the literature Instead, 
we focus on how supplier innovation knowledge and customer 
innovation knowledge interact with embedded ties as predicted in 
H, and H, 


Our discussion thus far focuses on the main effects of 
embedded ties and supplier and customer innovation knowl- 
edge on the supplier’s innovation prospects As shown ın 
Figure 1, we now focus our attention on how these compo- 
nents interact to give rise to the bright and dark side of 
embedded ties documented 1n the literature 


The Bright Side: Embedded Ties Strengthen the 
Impact of Supplier Innovation Knowledge 


We begin by proposing that embedded ties with a customer 
can help a supplier leverage its own knowledge more effec- 
tively We offer two mechanisms for this bright-side effect 
the motivation and opportunity to leverage supplier innova- 
tion knowledge 

An embedded relationship with a customer motivates 
the supplier to use ıts own market knowledge to develop 
innovations that meet the customer’s needs (Dyer and 
Nobeoka 2000, Rowley, Behrens, and Krackhardt 2000) 
Specifically, an embedded relationship with the customer 
may prompt a supplier to work harder to use its own knowl- 
edge to address unmet customer needs (Cavusgil, Calan- 
tone, and Zhao 2003) In the absence of embedded ties, the 
supplier may instead slip back into established technologies 
or routines (Day 1994) Furthermore, when supplier 1nnova- 
tion knowledge 1s low, there will be less knowledge to 
leverage Therefore, both supplier 1nnovation knowledge 
and embedded ties are essential to this effect 

An embedded relationship with the customer also gives 
the supplier an opportunity to test its ideas early ın the ınno- 
vation process This allows the supplier to get an early 
understanding of what does and does not work to improve 
innovations If supplier innovation knowledge 1s low, there 
will be less need for this opportunity Moreover, if the sup- 
plier does not have a strong bond with the customer, 1t may 
not be willing to risk exposing underdeveloped ideas As an 
example, Danfoss A/S, a $45 billion Danish company ın 
the research and development (R&D) and production of 
control technology for the water treatment industry, 
engaged ın months of new product testing ın the production 
environment of several of its customers’ plants, which 
posed the risk of affecting local water supplies Danfoss’s 
close relationship with these lead-user customers allowed it 
to use this early learning strategy (Buur and Matthews 
2008) Therefore, both supplier 1nnovation knowledge and 
embedded ties are 1mportant We predict the following 


H, Embedded ties between a supplier and customer strengthen 
the positive effect of supplier 1nnovation knowledge on 
supplier 1nnovation 


The Dark Side: Embedded Ties Weaken the 
Impact of Customer Innovation Knowledge 


One reason suppliers form a relationship with a knowledge- 
able customer 1s to 1mprove innovation prospects However, 
as ties become embedded, the supplier faces a set of risks 
associated with working with a knowledgeable customer 
Specifically, when ties are strong and customers are knowl- 
edgeable, two potential problems vare likely to occur 
increased worries of partner opportunism and increased per- 
ceptions of knowledge redundancy 


Previous researchers have extensively studied the first 
mechanism, opportunism, ın marketing relationships (e g, 
Jap 2003, Wathne and Heide 2000) We use Williamson's 
(1975, p 6) definition of opportunism as “self-interest seek- 
ing with guile" and focus on the harm that a customer can 
inflict on a supplier Research has acknowledged that 
embedded partners have an increased opportunity to take 
advantage of one another Granovetter (1985, p 491) 
describes this risk as an “enhanced opportunity for malfea- 
sance" and notes that “a person's trust 1n you results in a 
position far more vulnerable than that of a stranger ” Selnes 
and Sallis (2003, p 80) refer to this problem as the “hidden 
costs of trust,” and they observe a negative interaction 
between trust and knowledge exchange activities on rela- 
tionship performance 

We argue that as embeddedness increases, the risk of 
opportunism weakens the effect of customer innovation 
knowledge on supplier innovation A key risk that suppliers 
perceive 1s that customers will use supplier information to 
vertically integrate backward and compete directly with the 
supplier Mohr and Sengupta (2002) refer to this as the risk 
that the customer will “internalize” supplier information 
and compete against the supplier ^ As a supplier becomes 
increasingly concerned about a customer using supplier 
1nformation 1n this way (Jap 2003), suppliers begin to with- 
hold sensitive information In turn, this provokes similar 
and reciprocal responses from the customer When this hap- 
pens, the supplier 1s less able to obtain and less likely to use 
customer innovation knowledge to bolster 1ts own innova- 
tion This risk 1s much lower when the customer has low 
innovation knowledge because the customer has less to give 
and ıs less likely to mnovate on its own (Frazier et al 
2009) Furthermore, 1n nonembedded relationships, these 
concerns do not arise because suppliers and customers share 
less confidential information with one another Therefore, 
we argue that the opportunity for malfeasance 1s higher 
when ties are embedded and customers are knowledgeable 

A second reason embedded relationships weaken the 
effect of customer innovation knowledge on supplier inno- 
vation 1s the tendency for partners 1n embedded relation- 
ships to have redundant knowledge (Anderson and Jap 
2005, Grayson and Ambler 1999, Selnes and Sallis 2003) 
We follow Rindfleisch and Moorman (2001, p 3) and 
define redundant knowledge as the degree of similarity in 
partner knowledge, capabilities, and skills As embedded- 
ness increases, suppliers obtain more innovation knowledge 
from customers and use 1t to focus products and marketing 
actions on customer needs (Dyer and Nobeoka 2000, Row- 
ley, Behrens, and Krackhardt 2000) When this occurs, sup- 
pliers tend to assume they know much of what the customer 
can share with them As Moorman, Zaltman, and Deshpandé 
(1992, p 323) describe, partners come to view each other as 
“stale or too similar to them ın their thinking and therefore 
have less value to add” As a result, the supplier is less 
likely to seek and/or receive customer innovation knowl- 


*This risk 1s similar to the opportunism worries that firms in 
horizontal new product alliances face, given that competitors can 
commercialize ideas and reap innovation benefits (Rindfleisch and 
Moorman 2001) 
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edge This reduces the effect of customer innovation knowl- 
edge on supplier innovation. These problems do not arise 
when the customer has low innovation knowledge or the 
relationship 1s weak, because suppliers do not seek as much 
information from less knowledgeable customers Likewise, 
in nonembedded relationships, customers will share less 
information with suppliers Thus, the opportunity for redun- 
dant knowledge occurs only when ties are embedded and 
customers are knowledgeable 

In summary, we hypothesize that embedded ties weaken 
the positive effect of customer innovation knowledge on 
supplier innovation and that the responsible mechanisms 
are partner opportunism and perceived knowledge redun- 
dancy We predict the following 


H Embedded ties between a supplier and customer weaken 
the positive effect of customer innovation knowledge on 
supplier 1nnovation 


The Bright Side: When Embedded Ties 
Strengthen the Impact of Customer Innovation 
Knowledge 


Our second prediction focused on how embedded ties 
weaken a supplier’s ability to leverage 1ts customer's 1nno- 
vation knowledge We now investigate three solutions that 
can attenuate this problem and convert the dark-side effect 
predicted in Hə into a bright-side effect First, given the 
importance of relationship length in the 1nterorganizational 
literature (eg , Dwyer, Schurr, and Oh 1987, Jap and 
Anderson 2007), we consider whether 1t may be a potential 
antidote to the dark-side effects Second, we examine two 
formal governance mechanisms — relationship formalization 
and customer relationship-specific investments — that offer 
safeguards against the predicted dark-side effects We con- 
sider how each of these three factors reduces suspicions of 
customer opportunism and perceptions of customer knowl- 
edge redundancy (the two mechanisms creating the pro- 
posed dark-side effects ın Hə) 

We begin with relationship length, defined as the amount 
of time the supplier and customer firms have been 1n a rela- 
tionship Research on interfirm relationships offers conflict- 
ing ideas about the effect of length Some researchers have 
argued that relationships evolve through a predictable cycle 
from awareness to exploration, expansion, and commitment 
and ultimately to dissolution, with trust increasing and then 
decreasing (Dwyer, Schurr, and Oh 1987) Other researchers 
have shown that a close relationship can emerge rapidly and 
that long-term relationships can be superficial (Buchan, 
Croson, and Dawes 2002) Finally, still other research finds 
that relationships reach their peak during the second stage 
of a four-stage process (Jap and Anderson 2007) and that 
partners can revive relationships gone awry (Ring and Van 
de Ven 1994) 

Given these findings, we separate relationship length 
from embeddedness and focus on two reasons the ability to 
sustain a long-term relationship may reduce the predicted 
dark-side effects of embeddedness ın H, First, as relation- 
ships lengthen, suppliers and customers may be less wor- 
ried about opportunism Specifically, after cooperating for 
many years, partners are more likely to have developed 
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safeguards and increased confidence that partners will not 
use shared knowledge opportunistically (Buvik and John 
2000, Grayson and Ambler 1999, Jap and Anderson 2007) 
The long-standing relationship between VCST, a producer 
of components for the automotive industry, and market 
leader Mitsubishi Motors Corporation (MMC) illustrates 
this point Commenting on the relationship, the R&D direc- 
tor of VCST notes, "We have been supplying MMC directly 
and indirectly for decades and product innovation has been 
key to our collaboration However, only after more than a 
decade of bilateral cooperation, were we able and allowed 
to descend deep enough into their R&D and production sys- 
tems which really boosted the efficacy of our 1nnovation 
efforts” (VCST 2003) Second, time in the relationship 
increases partners’ confidence ın the quality of each other's 
knowledge (Anderson and Weitz 1989, Palmatier et al 
2006) In turn, this confidence may decrease perceptions of 
knowledge redundancy as supplier’s motivation to work 
with the customer increases Given this, the predicted dark- 
side effect should weaken We predict the following 


Hz Longer relationships weaken the negative effect of 
embedded ties on the customer innovation knowledge- 
supplier innovation relationship 


Relationship formalization refers to the degree to which 
partners rely on explicit rules in managing their relationship 
(Sivadas and Dwyer 2000) How does formalization reduce 
the wornes about customer opportunism and knowledge 
redundancy that produce the dark-side effects ın H,? First, 
formalization 1s a governance mechanism used to address 
opportunism 1n transaction cost analysis (Wathne and Heide 
2000) Following this literature, formalization should bring 
a level of transparency to information exchanges, which 
reduces worries about customer opportunism (Wathne and 
Heide 2000) For example, the dairy group Campina 
requires partners to formalize procedures and property 
rights of both companies involved 1n innovation activities 
(De Vries 2008) An unwillingness to comply with such 
requirements may signal an increased likelihood of future 
opportunism Formalization also has a positive effect on the 
degree of cooperation between partners (Dahlstrom, Dwyer, 
and Chandrashekaran 1995, Sivadas and Dwyer 2000) In 
support of these effects, Carson (2007) observes that as 
client skills increase, stronger controls improve the quality 
of creative tasks 1n outsourced innovation relationships 

Second, formalized rules reduce the likelihood of partner 
knowledge redundancy 1n three ways. To begin, formaliza- 
tion creates procedures, such as communication activities, 
completed at key points in the innovation process This 
means that valuable information that may have been over- 
looked in an informal, less-structured process 1s now 
included It also means that information 1s more structured 
and refined when shared, instead of communicated 1n bits 
and pieces over time Formalizing the information in this 
way may mean some informal knowledge 15 lost However, 
we suspect it will also reduce the perception of knowledge 
redundancy Furthermore, by prioritizing activities, formal- 
ization should reduce trivial and repetitive informal flows 
of information that also feed a sense of redundancy (Desh- 
pandé and Zaltman 1982, Maltz and Kohli 1996) Finally, 


John and Martin (1984) observe that formalization signals 
that top management values the activity, which motivates 
partners to contribute more novel information to the process, 
thereby reducing knowledge redundancy We predict 


H4 Greater relationship formalization weakens the negative 
effect of embedded ties on the customer innovation 
knowledge-supplier mnovation relationship 


Customer relationship-specific 1nvestments are nonsal- 
vageable investments a customer makes ın a supplier (eg , 
Williamson 1983) and include investments in equipment, 
human resources, and information systems A customer's 
relationship-specific assets should weaken the negative 
moderating effect of embedded ties for two reasons First, 
these investments should reduce customer opportunism 
Specifically, these investments serve as hostages, and cus- 
tomers are unlikely to threaten those investments by behav- 
ing opportunistically (e g, Williamson 1983) Likewise, 
these investments signal customer commitment, which 
should reduce the supplier’s worries about customer oppor- 
tunism (Anderson and Weitz 1989, Wathne and Heide 
2000) 

Second, such investments may also improve the quality of 
customer insights, thereby reducing knowledge redundancy 
Specifically, if a customer makes relationship-specific 
investments in the supplier, the customer will gain more 
knowledge about the supplier, which should improve the 
customer's ability to offer valuable insights to the ınnova- 
tion process (Bensaou and Anderson 1999) For example, 
Nikon Metrology, a global leader 1n noncontact 3-D mea- 
suring technologies, was able to leverage knowledgeable 
customers such as Airbus, Volkswagen, and GE Advanced 
Materials more effectively when these customers made 
additional investments in digital benchmarks and reengi- 
neered assembly processes (Nikon Metrology 2008) We 
predict the following 


Hs Greater customer relationship-specific 1nvestments weaken 
the negative effect of embedded ties on the customer ınno- 
vation knowledge-supplier innovation relationship 


The Impact of Innovation on Supplier 
Performance 


Figure 1 includes the effect of supplier innovation on the 
supplier's strategic and financial performance Although not 
critical to our predictions, we examine these effects for 
three reasons First, support would confirm the nomological 
validity of the predicted relationships (Bagozzı 1980) Sec- 
ond, prior research has linked innovation to firm perfor- 
mance (eg, Han, Kim, and Srivastava 1998, Sorescu, 
Chandy, and Prabhu 2003) Third, a significant relationship 
between supplier innovation and performance increases the 
importance of our predictions 


Method 


The empirical context for this study 1s joint innovation 
between a supplier and a customer (1e , industrial buyers) 
in a manufacturing industry We test our model using a 
cross-sectional survey methodology involving key ınfor- 
mants from supplier firms 


Sample 


We used Dun öz Bradstreet”s Market Direct database to 
obtain the phone numbers of manufacturing firms with 
more than 50 employees (n = 3146 firms) ın the Nether- 
lands Firms were telephoned, and we eliminated 1376 
firms not engaged in joint product development with their 
customers from at least the development stage onward We 
eliminated another 910 firms because they were divisions 
of parent companies with central product development 
departments, were bankrupt, or had unlisted phone num- 
bers Our final sample was 860 firms 

A survey was mailed to a key informant in each firm In 
return for participation, we promised a customized report of 
results One hundred fifty-seven (18 396) suppliers 
responded from firms 1n 19 Standard Industrial Classifica- 
tion codes, including food and kindred products, lumber 
and wood products, fabricated metals, and industrial 
machinery Using number of employees as a measure, we 
observe the following distribution of firm size 1n our sam- 
ple 50-100 (35 7%), 101—200 (30 6%), 201—500 (12 7%), 
501—1000 (2 5%), >1000 (3 2%), and missing (15 3%) 

We examined nonresponse bias by comparing early 
respondents and late respondents (Armstrong and Overton 
1977) and found no differences on any of our measures, 1n 
the number of employees, in the relative size of supplier 
and customer, or 1n industry classification Finally, the per- 
centage response per industry ( € , two-digit Standard 
Industrial Classification code) 1s proportional to the per- 
centage of Dutch companies operating 1n our industries 

Our unit of analysis 1s the joint innovation project 
Informants were asked to report on "supplier and customer 
actions and outcomes in the project " To reduce problems 
associated with memory decay and selection bias, infor- 
mants were asked to select a Joint innovation project 
involving a customer that met two criteria. The customer 
(1) helped develop a new product that was launched no 
longer than two years ago and (2) was involved in the joint 
new product development project from the development 
stage onward Informants were also reminded that the cus- 
tomer they select "may not be your most important or 
appreciated customer " We selected new product develop- 
ment team leaders in supplier firms as informants, given 
that they are 1n the best position to report on these projects 
Consistent with this expectation, 1nformants reported high 
levels of firm experience (M = 12 years, SD = 10 years), 
team leader experience (M = 9 years, SD = 9 years), and 
high 1nvolvement in the customer relationship (seven-point 
scale M = 6, SD = 128) 


Measures 


Our measures are based on existing scales when available 
(see the Appendix) We measured supplier innovation using 
a scale adapted from Moorman (1995) and Kyriakopoulos 
and Moorman (2004) Given our definition of supplier 
mnovation as the supplier’s use of new or improved prod- 
uct, Service, or process activities relative to the supplier’s 
current activities, we asked suppliers to rate the extent to 
which “your company learned to do new or improved 
things during the joint innovation project " The suppliers 
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then evaluated a list of innovation activities (e g , product, 
services, processes) 5 

We measured supplier innovation knowledge with a 
supplier proactive market orientation scale Adapted from 
Narver, Slater, and MacLachlan (2004), it examines the 
extent to which a supplier values innovation risk and has 
processes for uncovering and meeting latent customer 
needs Customer innovation knowledge focuses on cus- 
tomer’s lead-user abilities using a scale designed to reflect 
Von Hippel and colleagues’ ideas about lead users’ skills — 
the ability to identify needs and new solutions and the abil- 
ity to apply existing solutions 1n novel ways 

We measured embedded ties using Rindfleisch and 
Moorman’s (2001) scale We measured relationship length 
as the number of years the customer and supplier firms have 
worked with each other (Jap 1999, Johnson and Sohi 2001) 
Following standard practice (e g , Buvik and John 2000), we 
used the log of relationship length 1n our analysis We mea- 
sured relationship formalization using Sıvıdas and Dwyer’s 
(2000) scale and customer relationship-specific investments 
using a scale by Rokkan, Heide, and Wathne (2003) 

As shown 1n Figure 1, we assessed two additional sup- 
plier outcomes Supplier financial performance measures 
the extent to which the product resulting from the joint 
innovation project has achieved its revenue and profit 
objectives (see Moorman 1995) Supplier strategic advan- 
tage refers to the strategic benefits of the Joint project that 
enable the supplier to compete more effectively 1n the mar- 
ketplace relative to competitors (adapted from Jap 1999) 

We included three control variables 1n our model Cus- 
tomer dependence 1s a single item adopted from Johnson 
and Sohi (2001) We included it as a control variable 
because unequal relationships are prone to fail (Sıvadas and 
Dwyer 2000) and to reduce information sharing (Frazier et 
al 2009) We included the rate of change 1n customer pref- 
erences (market turbulence) and technology introductions 
(technology turbulence) using Jaworski and Kohlr”s (1993) 
scales Research has shown that environmental turbulence 
reduces the value of a firm’s stored knowledge (Hanvanich, 
Sivakumar, and Hult 2006, Moorman and Miner 1997) 


Measure Validation 


Descriptive indicators for our measures appear in Table 1 
To punfy our reflective measures, we ran a confirmatory 


Our phrasing could be viewed as stopping with learning and not 
including action However, given that we specifically requested 
respondents to focus on “supplier and customer actions and out- 
comes 1n the project” 1n the survey, we do not believe this 1s a con- 
cern More important, we find that supplier innovation has sıgnıfı- 
cant effects on two firm performance outcomes Such effects would 
not be possible 1f supplier innovation stopped at learning and did not 
include action Finally, to validate our ideas, we ran a posttest among 
a similar sample of Dutch managers We asked them to reflect on 
their most recent project and to rate two outcomes on the same 
seven-point scale used ın our study (1 = "strongly disagree,” and 7 = 
“strongly agree”) Question 1 asked the managers to “rate the extent 
to which your company learned to do new or improved things,” and 
Question 2 asked managers to "rate the extent to which your com- 
pany did new or improved things " The results indicate that man- 
agers (n = 26) responded to both these phrases similarly (Mouestiont = 
4 846, SD = 880 vs Munesnonz = 4 885, SD = 952, təs — — 296, ns) 
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factor model and dropped items with low factor loadings o1 
high cross-loadings This involved dropping six items from 
a pool of 45 items As a check, we tested the model with all 
items included and results replicate Fit indexes support the 
resulting model (42 = 779 84, nonnormed fit index = 91. 
confirmatory fit index = 92, standardized root mean square 
residual = 08, and root mean square error of approximation = 
04), 1ndicating measure unidimensionality (Gerbing and 
Anderson 1988) Each observed indicator loads signifi- 
cantly on the intended latent constructs, and each factor's 
composite reliability exceeds acceptable thresholds 
(Bagozzi and Y1 1988), demonstrating convergent validity 
and reliability As evidence of dıscrımınant validity, the 
average variance extracted from each construct exceeds the 
squared correlation between constructs (Fornell and Lar- 
cker 1981) We examined our formative scales following 
the recommendations of Bollen and Lennox (1991) and 
Diamantopoulos and Winklhofer (2001) To assess item 
collinearity, we ran a regression analysis of all items as 
independent variables on each single item (dependent 
variables) and found no evidence of collinearity 

Two variables— relationship length and customer 
dependence-— suffer from missing data (33 8% and 29 9%, 
respectively) Because these questions are innocuous, we 
suspect the problem is that both appeared at the end of the 
questionnaire We replaced missing values with estimated 
values using a multiple 1mputation procedure (Rubin 1987, 
Schafer 1999) To perform the imputation, we used the 
expectation-maximization algorithm to derive a set of initial 
parameter values on which the Markov chain Monte Carlo 
process 1s based We repeated this process three times to 
create three 1ndependent data sets, enough to characterize 
the variability between imputations Then we subjected 
each of the three data sets to the analyses and combined the 
results by calculating the single values reported in our 
results, as 1s standard 1n 1mputation-based analyses 


Common Method Bias Test 


Beyond the procedural remedies taken to mitigate common 
method variance (CMV), we assessed its presence 1n two 
ways Fürst, Harman's one-factor test identifies multiple 
factors with eigenvalues greater than 1 1n the unrotated fac- 
tor structure, which means that CMV 1s not a concern (Pod- 
sakoff and Organ 1986) Second, we selected a marker 
variable (MV) to proxy method variance (Lindell and Whit- 
ney 2001) We selected product development speed (Rind- 
fleisch and Moorman 2001, see the Appendix) as the MV 
because it 1s theoretically unrelated to at least one of our 
constructs As an estimate for CMV, we took the most con- 
servative option and selected the lowest positive correlation 
between the MV and one of our criterion. variables (p — 
08) Then we partıaled out this correlation from all bıvarı- 
ate correlations to remove the effect of CMV Given that 
variables have significant zero-order correlations, we con- 
clude that CMV ıs not a concern (Grayson, Johnson, and 
Chen 2008) 


Model and Estimation 


We use mean-centered variables to construct our interac- 
tions As a result, coefficients for the individual effects 
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reflect the simple effect of the predictor variable (e g , cus- 
tomer innovation knowledge) at the mean level of the mod- 
erator (1e , embedded ties) instead of the effect at the zero 
level This 1s valuable in our analysis given that the zero- 
level 1s outside the relevant range of our variables Thus, 
mean-centering aids 1n the 1nterpretation of our results 

We estimated a system of three equations, one for each 
dependent variable (supplier innovation, supplier strategic 
advantage, and supplier financial performance) We 
employed a three-stage least squares (3SLS) procedure, 
which 1s appropriate given supplier innovation and supplier 
strategic advantage are endogenous Our model involves a 
recursive system of equations because the third outcome 
variable, supplier financial performance, 1s not endogenous 
Because we expect the errors across equations to be corre- 
lated, ordinary least squares and 3SLS should produce con- 
sistent results, but 3SLS yields asymptotically more effi- 
cient parameter estimates (Gatignon 2003, Greene 2002) A 
Hausman specification test indicates that while the 3SLS 
and ordinary least square estimations are consistent, the 
3SLS estimator 1s more efficient The equations estimated 
are as follows 


(1) SI=c, + B,(SIK) + B(CIK) + B4(ET) + B4(ET x SIK) 
+ B4(ET x CIK) + Bg(CIK x SIK) + (LENGTH) 
+ Bg(SIK x LENGTH) + Bo(CIK x LENGTH) 
+ DiotET x LENGTH) + B; (ET x SIK x LENGTH) 
+ Bi (ET x CIK x LENGTH) + Bi4(FORM) 
+ Bi (SIK x FORM) + Bıs(CIK x FORM) 
+ Bi (ET x FORM) + Biz CET x SIK x FORM) 
+ Bi (ET x CIK x FORM) + Big(CINVEST) 
+ Boo(SIK x CINVEST) + Bə (CIK x CINVEST) 
+ Byo(ET x CINVEST) + Bəş(ET x SIK x CINVEST) 
+ B2,(ET x CIK x CINVEST) + control variables + £; 


(2) SSTRAT = c? + Bos(SD) + Bos(SIK) + Bo7(CIK) 


+ control variables + € 


(3) SFIN = c3 + Bəş(Sİ) + Boo(SSTRAT) + B3o(SIK) 
+ B4, (CIK) + control variables + £5, 


where c = constant, SI = supplier innovation, SIK = supplier 
innovation knowledge, CIK = customer innovation knowl- 
edge, ET = embedded ties, LENGTH = relationship length, 
FORM = relationship formalization, CINVEST = customer 
investments, SSTRAT = supplier strategic advantage, SFIN = 
supplier financial performance, and £ = disturbance terms 6 


6Although we did not predict them, we include the three-way 
interactions that involve ET x SIK x LENGTH, ET x SIK x 
FORM, and ET x SIK x CINVEST 1n this model because we want 
to ensure that these proposed "solutions" for the dark-side effects 
in Hə do not also undo the proposed brıght-sıde effects ın Hj 
Deleting these terms from the equations does not change the 
results of our hypothesized effects 


42 / Journal of Marketing, September 2011 


We inspected bivariate correlations and variance ınfla- 
tion factors, neither of which indicated multicollinearity 
problems Nevertheless, we also followed Echambadi and 
Hess’s (2007) recommendation to estimate random subsets 
of the data to test the stability of coefficients and observed 
no changes 1n our parameter estimates across five such sets 


Results 


Table 2 contains the results for Models 1-3 We begin by 
discussing the tests of our hypotheses We then examine the 
role of knowledge redundancy and opportunism as media- 
tors that provoke the hypothesized dark-side effects 
Because we did not make formal hypotheses about these 
mediators, we offer this analysis as a process validation for 
our arguments and to sort out whether knowledge redun- 
dancy, opportunism, or both are operating Finally, to con- 
firm the nomological validity of the hypothesized links, we 
test the effect of supplier innovation on firm performance 


Tests of Hypothesized Relationships 


Because our hypotheses predicted both two-way interac- 
tions (H4 and Hə) and three-way interactions that moderate 
these two-way effects (H3, H4, and Hs), we tested our pre- 
dictions 1n several steps (Aiken and West 1991, Cohen et al 
2003) First, given that the estimates for our two-way inter- 
actions are conditional on the mean value of the three-way 
moderators, we first examined our three-way interactions 
Second, 1f the three-way interactions were significant, we 
evaluated the two-way interactions over the range of values 
for the three-way moderators using Schoonhoven’s (1981) 
approach If not, we directly interpreted the two-way 
effects 

Before examining the details of our hypotheses, we per- 
formed a Wald test of the model including all three-way 
interactions against a more restricted model of the main 
effects and two-way interactions only The results confirm 
the ymprovement ın fit from the three-way interactions (X? = 
29 91, p € 01), which means we should interpret the results 
from the model with the three-way interactions 

Our bright-side hypothesis (Hı) predicts a positive 
interaction between supplier innovation knowledge (SIK) 
and embedded ties (ET) Our results indicate no significant 
three-way interactions for ET x SIK Thus, ET x SIK 1s not 
conditional on the values of a third variable Therefore, we 
proceed to examine the ET x SIK coefficient directly We 
find that ıt 1s not significant (D = —03, not significant 
[n s ]) On the basis of these results, we reject H, Instead, 
our results indicate that SIK has a significant direct effect 
on supplier innovation (B = 23, p € 01) 

Our dark-side hypothesis (H5) predicts a negative inter- 
action between customer innovation knowledge (CIK) and 
ET We observed no interaction between these variables at 
the mean values of relationship length, relationship formal- 
ization, and customer investments (B = 02, ns) However, 
we do find significant three-way interactions involving ET x 
CIK and the moderating variables Thus, we evaluate the 
ET x CIK interaction across the range of values for rela- 
tionship length, relationship formalization, and customer 
investments using Schoonhoven’s (1981) approach This 


TABLE 2 
3SLS Model Estimation Results 





Supplier Supplier 
Supplier Strategic Financial 
Innovation Advantage Performance 
Predictor Variables B (SE)a p (SE)a B (SE)a 
Constant —07 (06) 02 (11) —06 (14) 
Customer innovation knowledge (CIK) 04 (05) —03 (10) 05 (12) 
Supplier innovation knowledge (SIK) 23 (06)** —12 (12) 26 (14) 
Embedded ties (ET) 10 (06) 
ET x SİK (Hi) —03 (08) 
ET x CIK (Hə) 02 (06) 
CIK x SIK 07 (04) 
Relationship length (LENGTH) —04 (05) 
SIK x LENGTH 07 (05) 
CIK x LENGTH —09 (05) 
ET x LENGTH —11 (05) 
ET x SIK x LENGTH 01 (06) 
ET x CIK x LENGTH (H3) 11 £(05) 
Relationship formalization (FORM) O3 (04) 
SIK x FORM 00 (05) 
CIK x FORM —07 (05) 
ET x FORM 05 (03) 
ET x SIK x FORM —05 (095) 
ET x CIK x FORM (HA) 13 (04)** 
Customer relationship-specific investments (CINVEST) 10 (04)** 
SIK x CINVEST O3 (04) 
CIK x CINVEST —08 (03)"* 
ET x CINVEST -02 (05) 
ET x SIK x CINVEST —01 (06) 
ET x CIK x CINVEST (Hs) 12 (05) 
Customer dependence 07 (14) —15 (28) 36 (34) 
Market turbulence 05 (06) —16 (11) 43 (14)** 
Technological turbulence 00 (05) —04 (10) —11 (13) 
Supplier innovation 159 (20)"* —188 (29)** 
Supplier strategic advantage 139 (16)** 
System-weighted R-squareb 39 





*p< 05 
“p< 01 
aStandardized coefficients with standard error in parentheses 


bThe reported system-weighted R-square measure is an overall fit measure across the three equations in the system 


enables us to 1dentify the conditions under which the dark- 
side effect ın H, occurs and when it 1s converted to a bright- 
side effect as predicted in Hə, H4, and Hs Table 3 and Fig- 
ure 2 show the results 

In support of H3, we find a positive and significant 
effect of ET x CIK x LENGTH (B = 11,p « 05) As Figure 
2, Panel A, shows, the moderator (relationship length) 1s on 
the x-axis, and the coefficient of the ET x CIK impact on 
supplier innovation 1s on the y-axis In support of our pre- 
diction, the line shows that the effect of ET x CIK on sup- 
plier innovation 1s negative (positive) when relationship 
length 1s short (long) To determine the details of the inter- 
action, Table 3 (second column) contains the coefficients 
for the ET x CIK interaction at varying length levels There, 
we observe that although the interaction 1s negative for 
short relationships (-1 SD and —2 SD), the relationship 1s 
not significant, and no dark side 1s evident However, the 
effect of ET x CIK on supplier innovation becomes signifi- 
cant and positive as the relationship becomes longer (+2 
SD) This reflects the bright side 


TABLE 3 
How the Interaction Effect of Customer 
Innovation Knowledge and Embedded Ties 
Varies Across Different Levels of the 
Moderators 





Customer 
Relationship- 
Relationship Relationship Specific 


Length Formalization Investments 
Moderator (H3) (H4) (Hs) 
Level B(SE)a B(SE)@ B(SE)a 
—2SD — 19 (12) — 47 (13)** — 34 ( 14)“ 
—1SD — 08 (08) — 26 (08)** — 15 (07)* 
Mean 02 (06) 02 (06) 02 (06) 
+1SD 20 ( 18) 16 (08)* 23 (14) 
+2SD 23 (11)* 37 ( 13)” 42 (21)* 
*p « 05 
**p « 01 


aStandardized coefficients of ET x CIK with. standard error in 
parentheses 
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FIGURE 2 
Factors Mitigating the Dark Side 
of Embedded Ties 





A: Relationship Length (Hə) 





dSupplier Innovation 
dCustomer Innovation Knowledge 


= 02+ 11(Relationship Length) 
dEmbedded Ties 


B: Relationship Formalization (H4) 





dSupplier Innovation 
dCustomer Innovation Knowledge 


= 02+ 13(Relatıonshıp Formalization) 
dEmbedded Ties 





C: Customer Relationship-Specific Investments (Hs) 





dSupplier Innovation ) 
dCustomer Innovatıon Knowledge 
dEmbedded Ties 


= 02+ 12(Customer Investments) 
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In support of H4, the results indicate a positive and sig- 
nificant effect of ET x CIK x FORM ($ = 12, p < 05) Fig- 
ure 2, Panel B, shows a negative (positive) effect of ET x 
CIK on supplier innovation at low (high) formalization lev- 
els Table 3 (third column) contains the coefficients associ- 
ated with the ET x CIK interaction at varying relationship 
formalization levels These analyses indicate that at low 
levels of formalization (-1 SD and —2 SD), there ıs a sig- 
nificant dark-side effect for ET x CIK on supplier innova- 
tion As formalization increases (+1 SD and +2 SD), this 
effect becomes positive and significant, reflecting the bright 
side 

In support of Hs, results indicate a positive and signifi- 
cant effect of ET x CIK x CINVEST (D = 13, p « 01) 
Similar to the effect of the other two moderators, we show 
in Figure 2, Panel C, that the effect of ET x CIK on supplier 
innovation 1s negative (positive) when customer invest- 
ments are low (high) Table 3 (fourth column) contains the 
coefficients for the ET x CIK interaction at varying customer 
investment levels As with formalization, these analyses 
indicate that at low levels of customer investments (-1 SD 
and —2 SD), there 1s a sigmificant dark-side effect for ET x 
CIK on supplier innovation As customer investments 
increase (+1 SD and +2 SD), this effect becomes positive 
and significant, reflecting the bright side 

Our H5-H; results lead us to conclude that H, (the dark 
side) 1s supported for certain ranges of values of the three- 
way moderators To determine the range of values for 
which H; 1s supported, we located the point where the line 
crosses the x-axis in Figure 2 (Heide and Wathne 2004, 
Schoonhoven 1981) Results indicate that the effect of ET x 
CIK 1s positive when relationship length exceeds — 19, 
when relationship formalization exceeds — 16, and when 
customer investment exceeds — 17 These levels are just 
below the mean values, which are all O because we mean- 
centered them 


Mediation Process Validation: The Role of 
Knowledge Redundancy and Opportunism 


We explain the dark side H, interaction of ET x CIK on 
supplier innovation by arguing that 1t 1s caused by increased 
opportunism and perceptions of knowledge redundancy In 
turn, the three-way interactions ın H4-Hs argue that this 
dark side 1s undone by reducing opportunism and knowl- 
edge redundancy Next we test for these mediating roles as 
a process validation of our arguments 7 Given that we have 
moderators 1nfluencing mediation, we have a case of medi- 
ated moderation and follow Muller, Judd, and Yzerbyt 
(2005) 

We measured opportunism using Jap's (2003) suppher 
opportunism scale (© = 81) We measured knowledge 
redundancy using a single 1tem from Rindfleisch and Moor- 


7We also include this test because there 1s an alternative expla- 
nation for the role of knowledge redundancy Specifically, high 
levels of customer innovation knowledge could lead to lower lev- 
els of knowledge redundancy because vertical partners occupy dif- 
ferent places in the value chain This may dampen supplier inno- 
vation because the supplier 1s less likely to have the necessary 
absorptive capacity to utilize the customer's knowledge 


man (2001) These measures, listed 1n the Appendix, were 
validated with the other measures (see Table 1) 

Given our prior results, our analysis of this mediating 
role must be restricted to those conditions in which we 
identified a dark-side effect for ET x CIK Table 3 indicates 
that this occurs when relationship formalization 1s low (—1 
SD and —2 SD) or customer relationship-specific invest- 
ments are low (-1 SD and —2 SD) To focus attention on 
these conditions, we used the spotlight approach (Aiken and 
West 1991) 1n our three-step test of mediation from Muller, 
Judd, and Yzerbyt (2005) 

In Step 1, we set formalization and customer investment 
levels to be low (by subtracting two standard deviations 
from the mean-centered main effect) before constructing 
the interactions This enables us to examine the simple 
effect of the ET x CIK interaction on supplier innovation in 
this condition, which 1s negative and significant (B = —1 00, 
p « 01) Step 2 involves estimating two models with the 
same predictor variables but with opportunism and knowl- 
edge redundancy as the dependent variables Results ındı- 
cate that ET x CIK positively affects opportunism (B = 75, 
p « 05) but has no effect on knowledge redundancy (B = 18, 
ns) Because ET x CIK does not predict knowledge redun- 
dancy, knowledge redundancy cannot mediate the effect of 
ET x CIK on supplier innovation In the third step, we esti- 
mate the Step 1 model again but also add opportunism as a 
predictor Opportunism 1s significant (B =— 11, p< 001) and 
the coefficient of the ET x CIK interaction decreases from 
—] 00 to — 59, which ıs marginally significant (Sobel z = 
—] 79,p — 07) This pattern indicates a case of mediated mod- 
eration for opportunism but not for knowledge redundancy 

To provide insight into the mediated moderation find- 
ings for H4-Hs, we apply the same three steps to those con- 
ditions that undo the dark side of ET x CIK Thus, we set 
length, formalization, and customer investments at two 
standard deviations above the main effect before construct- 
ing the interactions We should observe the opposite pattern 
ın all three steps For Step 1, we observe a positive, signifi- 
cant impact for the simple effect of ET x CIK on supplier 
innovation (B = 95, p < 01) In Step 2, we observe a nega- 
tive simple effect of ET x CIK on opportunism (D = — 82, p < 

01) but no effect on knowledge redundancy (D 2 — 29,ns ) 

In Step 3, we estimate the Step 1 model again, but also add 
opportunism as a predictor We observe that opportunism 1s 
significant (B — — 11, p < 001) and that the ET x CIK inter- 
action decreases from 95 to 42, which 1s marginally sig- 
nificant (Sobel z = 1 78, p = 08) This pattern indicates 
mediated moderation as opportunism decreases when the 
moderators are at high levels 


Supplier Innovation and Firm Performance 


Finally, according to the estimates reported in Table 2, we 
conclude that supplier innovation has a direct positive effect 
on supplier strategic advantage (B = 159, p < 01) but a 
direct negative effect on supplier financial performance (B = 
—] 88, p « 01) In addition, supplier strategic advantage has a 
direct positive effect on supplier financial performance (b = 
1 39, p « 01) Using these estimates, we calculate the total 
impact of the direct and indirect (through strategic advan- 


tage) effects of supplier innovation on financial perfor- 
mance Results indicate a positive total effect of innovation 
on financial performance (total effect = 33) 8 


Discussion 


Research Implications and Directions for Further 
Research 


The effect of embedded ties We find that embedded ties 
are not an inherently good or bad mechanism for managing 
interfirm innovation relationships Instead, the interaction 
of embedded ties and customer innovation knowledge pro- 
duces dark-side effects and bright-side effects on supplier 
innovation under certain relational and governance condi- 
tions Given the importance of these market-based assets to 
the firm, further research should continue to investigate the 
interaction of relational and knowledge features of partner- 
ships For different insights, we advise ethnographic work 
to examine how knowledge and relationship factors evolve 
and interact in Joint innovation activities between firms 

Our work also offers insight into why embeddedness 
has a dark-side effect We find that opportunism, not knowl- 
edge redundancy, seems to be operating These effects 
could be replicated 1n further research given our weak mea- 
sure of knowledge redundancy Moreover, research should 
also consider other dark-side mechanisms, including loss of 
objectivity (Grayson and Ambler 1999) and the tendency to 
rely on current partners when new partners should be 
sought (Sorenson and Waguespack 2006) Further research 
should examine whether returning to a partner 1s only prob- 
lematic when the firm also limits its number of partners A 
larger network of partners ensures not only that a firm will 
have access to new ideas but also that replacements are 
available, which may motivate partners to work harder to 
add value 


Opportunism as a dark-side mechanism Our study 
expands research on opportunism in buyer-seller relation- 
ships (Wathne and Heide 2000) Whereas prior studies have 
examined opportunism as an antecedent (Jap and Anderson 
2003) or an outcome (Heide, Wathne, and Rokkan 2007, 
Rokkan, Heide, and Wathne 2003), we examine it as a 
mediator This 1s the direction first considered by Moorman, 
Zaltman, and Deshpandé’s (1992) post hoc theorizing for 


8We computed the indirect effect (2 21) by multiplying the coef- 
ficient of the relationship between strategic advantage and ınnova- 
tion (1 59) with the coefficient of the relationship between strate- 
gic performance and financial performance (139) The direct 
effect (holding the mediator constant) of innovation on financial 
performance 1s -1 88 Summing the indirect and direct paths leads 
to a total effect of 221 — 188 = 33 This positive total effect, 
which also explains the positive correlation coefficient between 
supplier innovation and financial performance ın Table 1, 1s more 
complex than previous research has suggested Specifically, fol- 
lowing Shrout and Bolger (2002), we find that the negative effect 
of innovation on financial performance 1s compensated by the 
positive indirect effect of innovation (through strategic advantage) 
on financial performance In other words, innovation may involve 
short-term financial costs, despite a positive strategic advantage 
(e g , Campbell and Cooper 1999, Inkpen 1996) 
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the negative effects of trust on knowledge use 1n marketing 
research relationships and examined empirically ın Grayson 
and Ambler (1999) Given our results, further research 
should examine how opportunism mediates other aspects of 
marketing relationships 


Knowledge redundancy as a dark-side mechanism 
Rindfleisch and Moorman (2001) find that knowledge 
redundancy has a negative effect on information acquisition 
and a positive effect on 1nformation utilization 1n new prod- 
uct alliances How can we reconcile these findings with our 
findings for knowledge redundancy? First, Rindfleisch and 
Moorman examine the independent effects of ties and 
shared knowledge, whereas we examine the interaction of 
customer innovation knowledge and embedded ties Thus, 
our questions are distinct Second, all our relationships are 
vertical, whereas Rindfleisch and Moorman examine both 
horizontal and vertical relationships This means that redun- 
dant knowledge may be lower 1n our sample because part- 
ners occupy unique positions 1n the value chain and there- 
fore may not have reached sufficient levels to have a 
positive effect Third, perhaps knowledge redundancy due 
to a shared position 1n the value chain and knowledge 
redundancy due to knowledge exchange between partners 
affect relationships differently Like most studies in this 
area, our research confounds the two Further research 
should ferret out these effects 

Fourth, it 1s also possible that knowledge redundancy 
has an inverted U-shaped relationship with innovation ? In 
this view, knowledge redundancy facilitates innovation up 
to a point because it helps partners share and comprehend 
knowledge However, after this point, knowledge redun- 
dancy begins to reduce 1nnovation In our study of vertical 
partnerships, we find the expected negative linear relation- 
ship between knowledge redundancy and supplier innova- 
tion (Bg > sj = — 08, p < 05) but not an inverted U-shaped 
relationship (BR «kg ə sı” 07,ns) Further research could 
consider when knowledge redundancy will have a linear or 
a nonlinear effect 


The effect of supplier innovation knowledge Our study 
is the first of which we are aware to consider how forming 
a relationship with a customer can influence a supplier's use 
of its own knowledge We theorized that a closer relation- 
ship with customers would improve a supplier's use of its 
own knowledge Instead, we find an unconditionally posi- 
tive effect for supplier 1nnovation knowledge on supplier 
innovation levels, confirming past research As with cus- 
tomer knowledge, further research could benefit from a 
deeper or more controlled analysis of the effects of supplier 
innovation knowledge Further research could also consider 
the 1nteraction of supplier 1nnovation knowledge, customer 
innovation knowledge, and embedded ties 10 We see two 
interesting possibilities for this interaction First, supplier 
innovation knowledge could function as a safeguard that 
mitigates the dark-side interaction of ET x CIK given that 


?Thanks to one of the anonymous reviewers for suggesting this 
direction for further research 

l0Thanks to one of the anonymous reviewers for sharing this 
interesting prediction 
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both partners are nsking high levels of knowledge This 
may be especially so if partners make bilateral idiosyncratic 
investments 1n the relationship (Jap and Anderson 2003) 
Alternatively, supplier 1nnovation knowledge could worsen 
the dark-side effect by heightening the supplier’s potential 
losses 1f 1t behaves opportunistically If observed, research 
could also consider relational and governance solutions to 
this negative interaction, though the complexity of these 
higher-order interactions may weaken insight 


Innovation and cocreation The current study dovetails 
with recent work on supplier-customer cocreation (Vargo 
and Lusch 2008) This cocreation logic challenges the 
alchemy of innovation (Prahalad and Ramaswamy 2003, 
2004) because 1t moves the epicenter of innovation from the 
firm to cocreation relationships (Tuli, Kohli, and Bharadwaj 
2007, Vargo and Lusch 2008) Our findings build on this 
cocreation logic by pointing to specific ways knowledge 
and relationship assets interact 1n the cocreation process to 
create value This 1s an attempt to marry the cocreation lit- 
erature with the interorganizational relationship literature 
To date, these literatures have evolved independently, with 
the cocreation literature emphasizing the firm’s ability to 
create value with customers and the ınterorganızatıonal lit- 
erature emphasizing the firm’s ability to capture value from 
cooperating with customers 


Role of networks Networks are an increasingly impor- 
tant issue ın interfirm research ın general (Achrol and 
Kotler 1999, Anderson, Hakansson, and Johanson 1994, 
Heide and Wathne 2004, Swaminathan and Moorman 2009) 
and innovation research specifically (e g , Ahuja 2000, 
Fang 2008) An issue relevant for this research 1s how a 
dense network of firms around the customer-supplier rela- 
tionship might 1nfluence our results One view 1s that con- 
cerns about opportunism will decrease if the partners exist 
in a dense network (Burt 1992) because the threat of news 
of bad behavior spreading to interconnected partners deters 
such opportunism (Ahuja 2000, Rowley, Behrens, and 
Krackhardt 2000) However, network density may also 
limit the amount of novel information available to partners, 
thereby reducing innovation (Fang 2008) Other network 
characteristics, such as efficiency and centrality, may play 
similarly important roles 


Toward a theory of innovation relationships Our study 
contributes to an emerging body of interfirm research 
involving creative activities, such as design, market 
research, advertising, and new product development rela- 
tionships Early work shows that such relationships may 
require distinctive theory For example, Carson (2007) 
shows that the creative needs of the project influence the 
relative effectiveness of various relationship control strate- 
gies As an example from our study, we find that formaliza- 
tion, a control strategy, increases innovation, ın contrast to 
Mohr, Fisher, and Nevin’s (1996) study of channel relation- 
ships, which finds that control-based governance strategies 
weaken the effect of information exchange on relationship 
performance 


Generalizability of our findings First, because our find- 
ings are from a product context, further research should 


investigate whether these effects are worse in a services 
context, 1n which supplier knowledge may be more difficult 
to protect Second, given that our sample 1s limited to one 
country, further research should also examine whether these 
effects appear 1n cultures in which business 1s already 
deeply affected by relationships and reciprocity (eg, 
guanxi in China, Grayson, Johnson, and Chen 2008, Gu, 
Hung, and Tse 2008) Finally, further research could 
improve our measures of embeddedness, formalization, and 
knowledge redundancy by increasing the number of items 
and our measure of supplier innovation by focusing on the 
actions firms take rather than on the degree to which firms 
learn to take these actions 


Managerial Implications 


Manage all facets of joint innovation relationships 
Under pressure to release more innovative products faster, 
firms are increasingly engaging 1n joint innovation projects 
with their business customers (Bonner and Walker 2004) 
However, our research indicates that these benefits do not 
evolve automatically from innovation partnerships Instead, 
these relationships must be managed with attention to 
knowledge, relational, and governance qualities This 
heightened focus has led many firms to appoint a chief rela- 
tionship officer to the C-suite 

Invest ın supplier innovation knowledge Our results 
offer unequivocal advice to suppliers to build their innova- 
tion knowledge This knowledge provides a strong main 
effect on supplier innovation regardless of the knowledge 
level of the customer or the embeddedness level of the rela- 
tionship with the customer Building supplier innovation 
knowledge should involve increasing declarative knowl- 
edge about the innovation domain as well as procedural 
knowledge about how to perform key tasks 1n the innova- 
tion process Our findings show that managers should 
emphasize skills such as extrapolating customer trends into 
the future, brainstorming about customer use of innovation, 
and uncovering latent needs 


Reduce the risks of working with a smart customer Our 
results indicate that suppliers perceive higher levels of cus- 
tomer opportunism when they work 1n close relationships 
with knowledgeable customers However, these worries 
only emerge when relationship formalization 1s low or 
when customer relationship-specific investments are low 
Suppliers should therefore increase these safeguards when 
working ın close relationships with knowledgeable cus- 
tomers If not, supplier 1nnovation will decrease Increasing 
formalization might involve setting timetables for deliver- 
ables and requiring regular meetings that conform to 
agreed-on procedures for working together, including shar- 
ing and using information ın the relationship At the same 
time, firms should take care not to overly bureaucratize the 
relationship, which may reduce creativity Increasing the 
customer’s relationship-specific investments could involve 
requiring the customer to dedicate employees specifically to 
this relationship and training them ın the supplier’s prod- 
ucts, technologies, and procedures 


Manage the benefits of time Close and long relation- 
ships with knowledgeable customers increase supplier 1nno- 


vation Suppliers are therefore advised to be patient for 
these bright-side effects to emerge over the course of cus- 
tomer relationships and to consider what types of invest- 
ments will increase the likelihood they will retain their cus- 
tomer relationships over tıme Suppliers could also benefit 
from exanuning the quality of customer insights over time 
to gain a better understanding of the influence of time 
Specifically, the efficiency of working with a longtime cus- 
tomer should be weighed against the possibility of new 
insights coming from a new customer Both the customer 
and supplier can manage this trade-off, as we discuss 1n the 
next section 


Add value as a lead user Following from our results, 
we recommend that knowledgeable customers take actions 
to neutralize supplier concerns First, customers need to 
manage supplier perceptions of customer opportunism We 
cannot determine whether customers were behaving oppor- 
tunıstıcally However, supplier worries about a close rela- 
tionship with a knowledgeable customer seem to be com- 
monplace in our sample This indicates that opportunism 
concerns may be less a function of what the customer does 
and more a function of the potential risks that the customer 
poses to the supplier Proactive customer strategies such as 
making supplier-specific investments or formalizing the 
relationship should reduce these concerns Second, our 
findings indicate that customers need to worry less about 
how a close relationship with suppliers will lead to percep- 
tions of knowledge redundancy This does not seem to be a 
problem 1n our sample However, we find that when knowl- 
edge redundancy does occur, 1t reduces supplier 1nnovation 
Therefore, customers are advised to understand what 
actions they take or fail to take that can ensure reduced per- 
ceptions of knowledge overlap For example, new team 
members and using novel research techniques could keep 
the relationship fresh 


Look to the strategic benefits of Joint innovation. Our 
findings indicate that joint innovation achieves its financial 
performance primarily through strategic advantage This 
result 1s remarkably consistent with prior warnings that 
joint innovation for customer solutions provides no imme- 
diate financial benefits and explains the difficulty firms 
often have persisting with innovation 1n cocreation (Johans- 
son, Krishnamurthy, and Schlissberg 2003, Tuli, Kohli, and 
Bharadwaj 2007) Thus, managers should not base their 
evaluations of joint innovation only on the immediate 
financial performance of the innovation but should also 
take into account the effect of the innovation on the strate- 
gic position of the firm 


Conclusion 


Joint innovation between suppliers and customers is an 
increasingly common strategy for B2B firms Our study 
shows that there are important contingencies that determine 
when building embedded relationships with customers pays 
off for suppliers Our findings indicate that the payoff depends 
on the customer’s innovation knowledge and the relational 
and governance safeguards that suppliers put in place to 
manage the embedded relationship Specifically, embedded 
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tres weaken the supplier’s ability to leverage customer 
knowledge for innovation under conditions of low relation- 
ship formalization and low levels of customer relationship- 
specific investments These dark-side effects are caused by 
increased worries about customer opportunism However, 
suppliers that Jengthen the relationship, formalize the rela- 


tionship, and ask customers to make relationship-specific 
investments can achieve a positive effect on innovation 
when forming an embedded relationship with a knowledge- 
able customer This 1s the bright side of embedded ties In 
contrast, suppliers benefit from their own innovation knowl- 
edge regardless of the strength of the customer relationship 


APPENDIX 
Constructs and Items 


Constructs and Items 


Factor Loadings 


Supplier Innovation (adapted from Kyriakopoulos and Moorman 2004, Moorman 1995) 
Please indicate to which extent your company has learned to do new or improved things during the joint 


innovation project with regard to the issues mentioned below 


‘Targeting and segmentation Formative 
«Customer service scale 
“Product positioning and differentiation 
Generating ideas for other products 
*Distribution 
«Communication and promotion 

Supplier Innovation Knowledge (Narver, Slater, and MacLachlan 2004) 

Please consider your company's characteristics with regard to behaviors in the market and indicate the 
degree to which you agree with the following statements 

Our company 
*Helps customers anticipate developments in their markets 66 
«Continuously tries to discover additional needs of their customers of which they are unaware 61 
*Incorporates solutions to unarticulated customer needs in its new products and services 71 
*Brainstorms on how customers [could] use their products and services 83 
*Extrapolates key trends to gain insight into what users in a current market will need in the future 67 


*Our company introduces new products even at the risk of making its own products obsolete 4 
“Our company searches for opportunities in areas where customers have a difficult time expressing 


their needs 8 


Customer Innovation Knowledge (based on Von Hippel 1986, Von Hippel and Katz 2002) 
Please consider your customer's characteristics with regard to behavior in the market and indicate the 
degree to which you agree with the following statements The customer 
*Tends to conduct thorough research for the available options offered by suppliers to identify new 
marketing possibilities that could address our own and our customers' needs 70 
“Has, ın the past three years, invested a substantial amount of time and money in identifying leading- 


edge marketing trends 90 
*|s positioned at the leading edge of marketing trends and related needs 85 
*Has, in the past three years, applied existing solutions in ways not anticipated by suppliers 61 

Embedded Ties (Rindfleisch and Moorman 2001) 

Please indicate to which extent the following statements are an accurate reflection of the nature of the 
relationship 
“Our new product development team members share close social relations with the new product 

development team members from the customer 62 
*The relationship with our customer can be defined as "mutually gratifying " 74 
*We expect that we will be working with our customer in the future 67 
*We feel indebted to our customer for what they have done for us 8 

Relationship Length 

How many years have you worked with this customer? 

Relationship Formalization (Sivadas and Dwyer 2000) 

Please indicate to which extent you agree with the following statements regarding the joint NPD project 
*We rely extensively upon contractual rules and policies in controlling day-to-day operations of the Formative 
relationship with our partner scale 


*We follow written procedures in most aspects of business in the relationship with our partner 


Customer Relationship-Specific Investments (Rokkan, Heide, and Wathne 2003) 

Please indicate the extent to which you agree with the following statements about your partner 
Significant investments in equipment dedicated to the relationship with our company have been made 72 
*Extensive internal adjustments have been made by our partner in order to deal effectively in the 


relationship 


62 


‘Training people to deal with our company in the relationship has involved substantial commitments of 


time and money 


95 


“The logistics systems have been tailored to meet the requirements of dealing with our company in the 


relationship 
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71 


APPENDIX 
Continued 


———————————————— ee ees 
Constructs and Items Factor Loadings 


Supplier Financial Performance (Moorman 1995) 
Please rate the extent to which the product has achieved the following outcomes during the first 12 
months of its life in the marketplace 


*Market share relative to its stated objective 90 
“Sales relative to its stated objective 89 
Return on assets relative to its stated objective 92 
Profit margin relative to its stated objective 79 


“Return on investment relative to its stated objective a 


Supplier Strategic Advantage (Jap 1999) 
Please indicate the extent to which you agree with the following statements about your company 


‘This innovation relationship has not resulted in strategic advantages for our firm (R) 82 
“Qur firm has gained benefits that enable us to compete more effectively in the marketplace 64 
*This innovation relationship has not resulted in strategically important outcomes for our firm (R) 84 


Customer Dependence (Johnson and Soh 2001) 

Please indicate what applies to your situation (Dummy codes appear between brackets) 
*Compared to our firm, our customer is smaller than our firm (0) our customer is bigger or equal in 
size (1) 

Market Turbulence (Jaworski and Kohli 1993) 


Please indicate the extent to which you agree with the following statements concerning the industry of 
the new product developed 


*Customers' product preferences change quite a bit over time 86 
*Our customers tend to look for new products all the time 86 
*We are witnessing demand for our products and services from customers who never bought them 

before 62 
*New customers tend to have product-related needs that are different from those of our existing 

customers 60 


We cater to many of the same buyers that we used to ın the past (R)a 


Technological Turbulence (Jaworski and Kohli 1993) 
Please indicate the extent to which you agree with the following statements concerning the industry of 
the newly developed product 


“The technology in this industry is changing rapidly 82 
*Technological changes provide big opportunities in this industry 69 
“A large number of new product ideas have been made possible through technological breakthroughs 

in our industry 62 
Technological developments in this industry are rather minor. (R) 70 


‘it is very difficult to forecast where the technology in this industry will be in the next 2 to 3 years a 


Opportunism (Jap 2003) 
How likely is it that your partner would do the following? 


“Be unwilling to accept responsibility 75 
*Provide false information 64 
*Make false accusations 76 
*Expect my firm to pay for more than their fair share of the costs to correct a problem 60 


Knowledge Redundancy (item from Rindfleisch and Moorman 2001) (Semantic differential scale) 
Please indicate to which extent the following statements are an accurate reflection of the nature of the 
relationship 
"Our partner's NPD team members have different knowledge from ours (1) have the same type of 
knowledge (7) 


Marker Variable (Rındflersch and Moorman 2001 [semantic differential scale]) 
Please rate the degree to which the new product generated with your customer was 


“Far ahead of time goals (1) Far behind of time goals (7) 67 
*Slower than the industry norm (1) Faster than the industry norm (7) 77 
‘Much slower than we expected (1) ^ Much faster than we expected (7) 74 
*Slower than our typical product development time (1) Faster than our typical product development 

time (7) 61 


altems deleted during measure purification process 
Notes Unless noted, all variables use a seven-point Likert scale (1 = "strongly disagree" and 7 = “strongly agree") (R) = Item is reverse-coded 
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Behemoths at the Gate: How 
Incumbents Take on Acquisitive 
Entrants (and Why Some Do Better 
Than Others) 


Corporate acquisitions are a ubiquitous feature of today’s business landscape and a widely used means by which 
large firms enter new markets As large acquirers swoop in to acquire firms in new markets, they are almost 
inevitably met with a chorus of concerns about the potential effects of their actions on the markets they enter What 
ıs the actual impact of acquisitive entry by large firms on the strategies and performance of incumbents? How do 
Incumbents reconfigure the way they compete after a behemoth enters their market? The authors focus on an 
important facet of firms’ competitive positions—their product mix—and propose a framework that explains 
incumbent firms’ reaction to acquisitive entry by large firms, as well as the performance implications of these 
reactions They test the hypotheses that result from this framework by examining the impact of acquisitive entry 
across a large number of firms and consumer markets over time The data cover 839 acquisitions ın 583 
metropolitan statistical areas ın the US bankıng industry The results indicate that incumbents are more likely to 
align their product mix strategy with that of the acquisitive entrant if (1) the incumbent is large, (2) the acquirer's 
past performance has been strong, and (3) the market served by the incumbent is small Importantly, how 
Incumbents react has significant performance implications The authors find that large incumbents that deviate from 
acquirers' product mix strategy perform better than other incumbents do 
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rowse through any section of a business newspaper, of thousands each year, and the total price tag of these 
B:: the odds are high that it will feature news of a acquisitions 1s 1n the trillions of dollars Many large firms 
corporate acquisition And more often than not, this view acquisitions aS a means to enter new markets, and 
news 1s about yet another acquisition by a corporate behe- leverage economies of scale But as acquisitions become 
moth Corporate acquisitions worldwide number ın the tens more prominent, so do concerns about their effect on 


incumbents There is much fear that acquisitive entry by 
large firms could reduce the ability of incumbents to com- 
pete (eg , Berger et al 2004, Froeb 2004) For example, 
small cable operators faced with the threat of acquisition by 
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and the fact that insights from 1t are used widely by managers 
and policy makers, we still lack insights into the determinants 
of reactions to entry Specifically, while evidence suggests 
that there 1s substantial variance 1n 1ncumbents' reactions 
and performance following entry, explanations for such varia- 
tion remain elusive For example, a recent paper on the 
topic concludes that “ıt 1s difficult to explain variation ın 
[incumbent] reactions" (Aılawadı et al 2010, p 591) Yet, 
as these authors emphasize, "reactions matter they signifi- 
cantly 1nfluence the [performance] of incumbents " 

A reason for the difficulty 1n explaining variation in 
incumbent reactions might be that existing explanations 
often rely on classical models of competition, which 
assume that incumbents behave rationally However, such 
reasoning may only partly explain reactions by 1ncumbent 
managers Managers, being all too human, may also be sus- 
ceptible to other, more psychological factors (e g , Chatter- 
Jee and Hambrick 2007), and predictions that address these 
factors may diverge from those based on simple economic 
models A second reason for the difficulty in explaining var- 
1iation ın incumbent reactions might be that existing 
research tends to focus on reactions to a single behemoth 
Wal-Mart, 1n particular, has been the focus of a substantial 
volume of research (see Ailawadi et al 2010) However, 
different characteristics of behemoth acquirers and the mar- 
kets 1n which they enter, which cannot be comprehensively 
studied 1n research that focuses on a single entrant, may 
Jead to significantly different reactions to acquisitive entry 

A third possible reason for the difficulty 1n explaining 
variation 1n 1ncumbent reactions 1s that existing research 
tends to focus on a limited set of incumbents Indeed, a 
stumbling block for research on the impact of behemoths’ 
entry has been the limited availability of marketwide, 
objective data Because few mom-and-pop stores make 
financial information publicly available, researchers face 
many obstacles 1n assessing, 1n a comprehensive and bias- 
free manner, the 1mpact of behemoth entry on 1ncumbents 
in a market Existing multifirm studies tend to focus on 
stock prices or market shares (Froeb 2004, Gielens et al 
2008) ! A focus on the stock prices of public firms may lead 
to inaccurate inferences about the effects of acquisitive 
entry on small firms, many of which are private A focus on 
market share may also be similarly inadequate As the Fed- 
eral Trade Commussion (2003, p 2) notes, “Market share 
and concentration data provide only the starüng point in 
analyzing the competitive 1mpact of a merger" Perhaps 
most important, these limited analyses often yield widely 
varying conclusions 





1A considerable research stream has also examined the impact 
of acquisitions on the performance of the acquirers and targets 
themselves This research tends to find that acquisitions are, at 
best, break-even endeavors for acquiring firms, although they tend 
to yield positive returns to target firms (for a review, see King et 
al 2004) As such, several scholars have examined how manage- 
ment hubris as well as misaligned management motives on the 
part of acquiring firms might explain the relatively poor perfor- 
mance of acquiring firms (eg , Agrawal, Jaffe, and Mandelker 
1992, Roll 1986) The research on the performance of acquirers 
and targets rarely examines, as we do in this article, the impact of 
acquisitive entry on the performance of other players 1n the markets 
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In this article, we propose a framework to further 
explain variation 1n 1ncumbents' reactions and performance 
following acquisitive entry This framework, which 1s based 
on the concept of strategic aspirations, brings together 
insights from corporate strategy, social psychology, and 
marketing to study (1) how the nature of the incumbent, the 
acquisitive entrant, and the market explain variation ın 
incumbents’ product mix reactions to entry and (2) how 
such variation ın reaction drives incumbents’ performance 
following acquisitive entry by behemoths 

We test the predictions from this framework on a 
unique, large-scale data set from an industry that involves 
more than $1 trillion in annual transactions the US com- 
mercial banking industry This industry ıs an important 
exception to the data difficulties that hobble much of the 
research on the impact of acquisitions In this industry, 
information on a wide variety of strategic variables 1s 
reported regularly, as required by law As such, we are able 
to obtain information on variables of interest for all ıncum- 
bent firms—small and large, public and private Our data 
include 4614 incumbent banks ın 583 US metro areas 
from 1995 to 2003 The banking industry has also been the 
arena of a spate of mergers and acquisitions (M&As) 
involving assets 1n the trillions of dollars 1n total since the 
early 1990s 2 Therefore, the banking industry provides a 
particularly appropriate context ın which to test our ideas 3 

Classical economic models suggest that the best course 
of action for incumbents faced with entry by a large, 
resource-rich competitor 1s to differentiate themselves from 
the entrant on the products they offer to customers (eg, 
Mazzeo 2002) However, many incumbents do not differen- 
tiate, indeed, they seek to be more lıke the entrant ın the 
products they offer to customers (Haveman 1993) The 
theoretical arguments we present in this article offer an 
explanation for the frequent examples of imitative reactions 
encountered 1n the marketplace Specifically, we argue that 
the reactions of incumbent firms are driven by their man- 
agers’ aspirations This aspiration-based framework points 
to specific incumbent, acquirer, and market characteristics 
that can explain variability ın the similarity between incum- 
bents’ and the entrant’s postacquisition product mix strategy 
These reactions have significant performance consequences 
for incumbents Our results suggest that incumbents that 
deviate from acquirers’ product mix strategy perform the 
best The finding that managers of some firms choose to 
imitate large entrants rather than differentiate from them, 
combined with the finding that those that differentiate do 





2Indeed, ın this industry, as ın many others (Sharma 1998), 
acquisitive entry has been by far the most frequent mode of entry 
into new markets, perhaps because such entry gives entrants 
immediate access to a local customer base More than 93% of all 
new entries by large firms during the period we study were 
through acquisitions Given the magnitude and importance of this 
phenomenon, and the controversy surrounding its consequences, 
this article focuses on acquisitive entry rather than on entry in gen- 
eral As noted subsequently, we control for the extent of non- 
acquisitive entry 1n our empirical analysis 

3Of course, the unique nature of the banking industry suggests 
that some caution 1s warranted when generalizing from this 1ndus- 
try to others 


better, suggests that managers could gain from resisting 
their inherent aspirations 

The focus of this article 1s on incumbent reactions ın the 
form of their product mix strategies Specifically, we exam- 
ine how incumbents align their product mix strategies with 
those of the acquisitive entrant two (respectively three) 
years after entry, as well as the performance consequences 
of these changes 1n product mix strategies Of course, com- 
petitors can also react through other elements of the market- 
ing mix (Carpenter and Nakamoto 1990, Hauser and 
Shugan 1983) We focus on product mix reactions because 
prior research has suggested that responses to competitive 
actions tend to be reciprocal —that 15, product reactions for 
product actions, price reactions for price actions, and so 
forth (Axelrod 2002, Bowman and Gatignon 1995) Such 
reciprocal reactions have been documented across 1ndustries 
For example, Kuester, Homburg, and Robertson (1999) find 
that 81 2% of competitors that reacted to new products did 
so with actions on the product dimension Given our inter- 
est 1n examining how aspirations drive incumbent reactions, 
the product mix provides a clean yet important dimension 
on which these reactions are manifested Restricting our 
study to product mix reactions also has practical benefits 
Given the large number of markets we cover, and given our 
interest ın the actions of all incumbents — large and small— 
in each market, data on nonproduct reactions by each 
incumbent 1n each market are extremely difficult to obtain 
and, more importantly, not available for all firms Because 
nonproduct reactions are not central to our thesis, the incre- 
mental insights from such a data collection exercise would 
not be commensurate with the loss in data completeness 


A Theory of Strategic Aspirations 


How do incumbent firms react to acquisitive entry by large 
firms? What impact do incumbents’ reactions following 
such entry have on their subsequent performance in the 
market? Why do some incumbents do poorly while others 
do well? Few existing theories address these questions In 
this section, we propose a theoretical framework that pro- 
vides some unique responses to these questions This 
framework takes the perspective of the managers of 1ncum- 
bent firms and 1s an attempt to understand their cognitive 
and behavioral reactions to acquisitive entry The theoreti- 
cal framework integrates three important concepts that have 
largely existed in 1solation—the psychological concept of 
social comparison (e g , Lockwood and Kunda 1997, Muss- 
weiler 2003), the corporate strategy concept of strategic 
groups (e g , Fiegenbaum and Thomas 1995), and the mar- 
keting concept of product mix strategies (e.g , Grashof 
1970, Jank and Kannan 2005, South and Oliver 1992)— to 
identify a series of hypotheses on the impact of acquisitive 
entry on marketplace outcomes 


Social Comparison 


A fundamental tenet of the social comparison literature 1s 
that "human judgment 1s comparative in nature” (Muss- 
weiler 2003, p 472) and that “striving for superiority 1s a 
central human motivation” (Mussweiler, Gabriel, and 
Bodenhausen 2000, p 398) Thus, managers are likely to 


routinely make comparisons between themselves, the mem- 
bers of the groups they belong to, and other social groups 
Managers are particularly inclined toward making upward 
social comparisons, or comparisons to groups that are, in 
some way, superior to their own (Collins 1996, Lockwood 
and Kunda 1997) These comparisons act as the basis for 
the aspirations that motivate behavior When the focus of 
such comparisons appears within reach, the reference group 
becomes an aspirational group, and managers will seek to 
emulate its actions (eg, Baum and Dahlin 2006, Escalas 
and Bettman 2003) Conversely, when the focus of com- 
parisons appears beyond reach, the reference group 
becomes a dissociative group, and managers will seek to 
avoid being associated with 1t (e g , Lockwood 2002, White 
and Dahl 2006) 


Strategic Groups 


The literature on strategic groups (McGee and Thomas 
1986) highlights the competitive context in which incum- 
bents operate and from which they make strategic deci- 
sions A significant stream of research in this domain has 
established that groups of firms develop shared beliefs, 
structures, practices, and strategies as a result of the cogni- 
tions and interactions of their organizational members (e g , 
Porac and Thomas 1990, Reger and Huff 1993) In addition, 
this literature suggests that managers within an industry 
classify the firms they manage as well as the competitive 
landscape 1n which they operate along dimensions of strate- 
gic relevance, such as size, resources, market position, or 
performance (Armstrong and Collopy 1996, Debruyne and 
Reibstein 2005) This classification, which serves to sim- 
plify the competitive landscape, results 1n managers view- 
ing their firm as belonging to one of a few strategic groups 
within an industry Their strategic group then acts as a ref- 
erence point that 1nforms and drives managers' strategic 
decisions, such as what product mix to offer to their cus- 
tomers (e g , Armstrong and Collopy 1996, Peteraf 1993) 

However, managers are unlikely to remain satisfied 
with the membership in their current strategic group for an 
extended period of time Attempts to move across groups 
are particularly likely following a shock to the market such 
as that created by the acquisitive entry of a large firm 
Large, resource-rich entrants may serve as new reference 
points for 1ncumbents' strategies To the extent that the 
entrant's position appears within reach, managers of some 
incumbent firms will seek to emulate the entrant However, 
other managers may seek to dissociate their firms from the 
entrant and use their differentiating characteristics and 
strategies to strengthen or even redefine their market posi- 
tion (Garcia-Pont and Nohria 2002, Greve 1998) In sum- 
mary, acquisitive entry has the potential to reshuffle strate- 
gic groups in the market, either by creating new strategic 
groups or by realigning existing ones 


Product Mix Strategies 


The final element in our theoretical framework 1s drawn 
from the literature on product mix strategies Two streams 
in this literature are relevant to our research First, there 1s 
strong analytical and empirical evidence that a firm's prod- 
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uct mix 1s shaped by competitive entry (e g , Biander and 
Eaton 1984, Grashof 1970, Mazzeo 2002, Watson 2009) 
However, while some authors suggest that differentiation 1s 
the best response to entry by large, resource-rich competitors 
(e g , Mazzeo 2002), others find evidence of a more com- 
plex relationship between competitive entry and product 
mix decisions (see Watson 2009) Second, a growing body 
of research documents changes 1n product mix following 
M&As (e g , Krishnan, Joshi, and Krishnan 2004, Sweeting 
2010) Taken together, findings from these streams suggest 
that a behemoth acquirer’s product m1x strategy should be a 
very salient reference point for incumbents 

Different factors are likely to influence how managers 
perceive and respond to entry by behemoths Three factors 
are particularly relevant in predicting the pattern of reac- 
tions (1) incumbents themselves, (2) the behemoths that 
enter, and (3) the markets ın which the incumbents and 
behemoth entrants interact We now present hypotheses on 
each of these three factors 


Incumbents’ Reactions to Acquisitive Entry: The 
Size of the Incumbent Matters 


Whether managers aspire to associate or dissociate them- 
selves from the new entrant depends on the extent to which 
the new entrant appears to be within or beyond their 
competitive reach In turn, this depends on the market posi- 
tions of incumbent firms relative to those of the new 
entrant Because our focus 1s on behemoths, the entrant 
will, by definition, be larger and more resource rich than 
most incumbents 1n the market Thus, while all incumbents’ 
managers may compare their market position to that of the 
entrant, managers of large incumbents are more likely to 
conclude that the entrant 1s within their reach For these 
managers, aspirations of similarity will dominate their com- 
parisons, and they will aspire to associate their firms with a 
new strategic group redefined around the entrant In con- 
trast, managers of small incumbents are likely to conclude 
that the entrant’s market position 1s beyond their reach, for 
these managers, aspirations for divergence will lead them to 
disassociate their firms from the strategic group centered on 
the entrant 

Our framework also suggests that this tendency to 
aspire to associate or dissociate will be reflected 1n strategic 
decisions Specifically, once managers of incumbent firms 
have identified their new strategic group, this new group 
will act a reference point and drive their subsequent strate- 
gic decisions, 1n particular, product mix decisions Because 
managers of large incumbents are more likely to associate 
their firms with the large entrant, they are likely to move 
their product mix strategy ın a direction that mirrors that of 
the entrant, over and above their baseline strategy before 
the entry of the large entrant In contrast, because managers 
of small incumbents are more likely to dissociate their firms 
from the large entrant, they are more likely to restructure 
their product mix strategy away from that of the entrant, 
beyond their baseline strategy before the entry of the large 
entrant Thus 


H, In response to entry by large acquirers ın an incumbent's 
market, the larger the incumbent, the more similar the 
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incumbent’s product mix 1s to that of the acquisitive 
entrants 


Incumbents’ Reactions to Acquisitive Entry: The 
Performance of the Acquirer Matters 


Aspirations to emulate a competitor can be rooted 1n per- 
ceptions of similarity but may also arise from the perceived 
attractiveness of that competitor's market position. As they 
examine the market position of a behemoth that has just 
entered their market, managers of 1ncumbent firms may be 
more likely to aspire to be similar to a well-performing 
acquirer The performance record of the acquisitive entrant 
is just as likely as its size to contribute to the reshuffling of 
managers’ perceptions of strategic group membership and 
thus influence the strategic changes they will implement 1n 
reaction to entry How do managers of incumbent firms 
react to acquirers with a record of high performance? Con- 
ventional economic theories of competitive reaction (e g , 
Hauser and Shugan 1983, Porter 1980) suggest that they 
will seek to avoid head-on competition because these high- 
performing entrants wil be formidable competitors in a 
head-to-head matchup offering similar products 

In contrast, our aspiration-based framework makes the 
opposite prediction Our framework suggests that aspira- 
tions to belong to a specific group may also be driven by 
how attractive the members of a group are perceived to be 
Entrants with a record of high performance will appear 
more competent, knowledgeable, and worthy of emulation 
Thus, managers of 1ncumbents faced with acquisitive entry 
by successful behemoths will tend to want to 1mitate such 
entrants Those faced with entry by less successful behe- 
moths will not view such entrants as being particularly 
attractive and therefore will be less likely to want to imitate 
them 

For these reasons, ceteris paribus, we predict that 
incumbents faced with acquisitive entrants that are high 
performers will be likely to adapt their product mix strate- 
gies to be more simular to those of the acquirers 


H, In response to entry by large acquirers in an ıncumbent's 
market, the better the preacquisition performance of the 
acquirer, the more similar the 1ncumbent's product mix 
will be to that of the acquisitive entrants 


Incumbents' Reaction to Acquisitive Entry: The 
Size of the Market Matters 


Faced with the acquisitive entry of a behemoth, managers 
of incumbents are likely to respond differently depending 
on the size of the market 1n which they operate How are 
managers of incumbent firms in small markets likely to 
react relative to those 1n large markets? As we argued previ- 
ously, conventional theories of competitive reaction (e g , 
Porter 1980) suggest that managers of incumbent firms will 
seek to avoid head-on competition with entrants 1n smaller 
markets because large entrants will be even more formida- 
ble competitors in such markets Specifically, in smaller 
markets, large entrants can more easily employ their supe- 
nor resources to attract customers away from incumbents 
that go head-to-head with them ın terms of thew product 
mix strategies 


In contrast to conventional theories of competition, our 
aspiration-based framework makes the opposite prediction 
Our framework suggests that managers of incumbent firms 
aspire to imitate large entrants, and this tendency 1s exacer- 
bated ın the context of small markets In small markets, 
Jarge entrants loom larger and thus become more prominent 
targets of emulation for managers of incumbent firms A big 
fish will make a bigger splasb 1n a small pond In addition, 
in small] markets, there 1s less room for differentiation, 
because the acquirer decided to enter despite the market 
sıze, ıt must be confident that its product mix strategy 1s 
uniquely appropriate for that market's limited. customer 
base For all these reasons, we argue that 1ncumbents faced 
with large acquisitive entrants 1n small markets will adapt 
their product strategies to be more similar to those of the 
acquirers than entrants 1n large markets 


H4 In response to entry by large acquirers 1n an incumbent’s 
market, the smaller the 1ncumbent's market, the more 
similar the 1ncumbent's product mix is to that of the 
acquisitive entrants 


Next, we discuss the performance implications of strategic 
aspirations and the product mix decisions that follow from 
them 


Incumbents’ Performance Following Acquisitive 
Entry 


Given the pattern of incumbents' reactions to behemoth 
entry that we noted previously, what 1s the likely impact of 
such entry on 1ncumbents' performance? As we argued pre- 
viously, because entrants tend to be more resource rich than 
incumbents, existing theory suggests that head-on competi- 
tion with similar products 1s likely to hurt the performance 
of incumbents (Dickson and Ginter 1987, Hauser and 
Shugan 1983, Porter 1980) In addition, 1f the incumbent 
offers products that are similar to those offered by the 
entrant, customers are more likely to perceive the incum- 
bent as an imutator, with negative consequences for the 
ıncumbent's customer acquisition and retention efforts 
(Barreto and Baden-Fuller 2006) As such, both large and 
small 1ncumbents that differentiate their product offerings 
from these of the entrants may do better than incumbents 
that do not We predict, however, that large 1ncumbents are 
best positioned to benefit from this differentiation strategy 
Specifically, the superior resources of large 1ncumbents that 
differentiate will enable them to compete better against the 
smaller incumbents that do so Thus 


H4 Following entry by large acquirers, larger incumbents that 
differentiate their product strategy from that of the 
acquirer perform better than other 1ncumbents 


Taken together, our four hypotheses argue that incum- 
bents' product mux strategies following an acquisition 
depend on acquirer, 1ncumbent, and market characteristics 
and that incumbents’ choice of product mix strategy has 
important performance consequences Next, we present an 
empirical study that tests the hypotheses and assesses how 
the choice of product mix strategies explains the perfor- 
mance of incumbents following acquisitive entry 


Method 


Empirical Context 


An 1deal empirical context to test our hypotheses should 
have the following features (1) significant M&A activity, 
(2) comprehensive data on acquirers and 1ncumbents across 
large, public as well as small, privately held firms, (3) 
objective measures of product mix strategies that can dis- 
criminate between alternative strategies, (4) objective and 
bias-free measures of firm performance, and (5) clearly 
delineated market boundaries As we noted previously, the 
unavailability of objective and comprehensive data on the 
prevalence and impact of acquisitive entry for a range of 
entrants and incumbents has prevented systematic research 
1n this area 

We make an initial attempt to overcome these empirical 
challenges We test our hypotheses on data from the US 
commercial banking industry, a context that meets all the 
previously listed requirements First, this industry has seen 
a spate of acquisitions as a result of the Riegle-Neal Inter- 
state Banking and Branching Efficiency Act of 1994 (PL 
103-328, 108 STAT 2338), which dramatically loosened 
restrictions on bank operations across geographic markets 
Until the passage of this act, the United States—unique 
among industrialized countries—severely restricted the 
extent to which banks could enter new markets (for a 
review, see Giedemann 2004) A variety of regulations 
imposed restrictions on intrastate and interstate banking 
Independent banks arose to meet the needs of customers 1n 
each geographic area, yielding a banking industry with 
more than 10,000 independent banks nationwide The 
Rregle-Neal Act, “by giving banks permission to operate 
widespread interstate branching networks for basically the 
first tıme in U S history,” dramatically increased entries by 
banks into new geographic markets (Giedemann 2004, p 
328) with 93% of the entries by large banks being made 
through acquisitions Between 1994 and 2003, banking 
acquisitions grew to $3 1 trillion 1n assets and $2 1 trillion 
in deposits (Piloff 2004) 

Second, comprehensive financial and M&A data are 
available for all banks, including small, private ones 
Specifically, all banks are required to report, on a quarterly 
basis, information on financial performance to a variety of 
agencies, including the Federal Deposit Insurance Corpora- 
tion (FDIC), the Office of the Comptroller of Currency, and 
the Federal Reserve Similarly, banks are required to get 
regulatory approval before they undertake a merger or an 
acquisition (Rhoades 1996) This ensures that information 
on all M&As, as well on all incumbents, big and small, is 
recorded and available to interested researchers As a result, 
the banking industry does not suffer from the dearth of data 
that has limited the scope of previous research on the 
impact of acquisitions but offers instead a unique opportu- 
nity to study all firms in a given market 

Third, the product mux strategies of all banks can be 
clearly inferred from the data they report Banks are 
required to report sales broken down by the types of ser- 
vices offered Specifically, banks are required to report data 
on all types of loans extended as well as data within several 
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types of loans For a manufacturer, this would be the equiva- 
lent of reporting sales at the product line level From this 
disaggregated picture of a bank's revenue stream, we can 
piece together the bank's product mix strategy It 1s 1mpor- 
tant to note that although the banking industry 1s subject to 
more regulation than others, regulation does not Impose any 
limit on the bank's product mix or ın any way constrain the 
bank's choice of loan size or sector activity (commercial vs 
real estate) 

Fourth, the markets 1n which banks operate can be 
clearly delineated using the US Census Bureau's Core 
Based Statistical Areas (CBSAs), which refer collectively 
to Metropolitan and Micropolitan Statistical Areas and cap- 
ture approximately 93% of the US population In line with 
previous research in banking (eg, Avery and Samolyk 
2004), we use CBSAs to define the markets 1n which banks 
operate and 1n which acquisitions take place 

We focus on entry by large acquirers, rather than other 
types of entry, for several reasons First, our theoretical 
framework relies on the idea of upward comparisons with 
what 1s perceived to be an attractive market player Large 
acquisitive entrants are well positioned for such upward 
comparisons Their significant resource base and their 
acquired customer base make them a significant threat to 
incumbents Second, large M&As are arguably among the 


most salient forms of market entry An executive of an 
incumbent bank whom we interviewed shortly after the 
acquisitive entry of Citibank in his market confirmed that 
Citibank’s arrival was greeted with significant apprehen- 
sion, that the banks were closely watching Citibank’s prod- 
uct offerings, and that they were prepared to change their 
product strategy in response to the changes that Citibank 
was implementing to the acquired target In contrast, the 
executive seemed significantly less concerned about de 
novo entry and suggested that other types of entry were rare 
in that market Third, as we previously argued, acquisitions 
are by far the most frequent mode of entry 1n this industry 


Data and Sample 


Sample selection We collected, from archival sources, 
data on variables that measure the performance and product 
mux strategies of banks At the market, or CBSA, level we 
collected data on M&A activity, non-M&A market entry 
activity, start-up activity, and demographic characteristics 
for each market Table 1 presents an overview of our data 
and the sources we used 

We obtain our sample of acquisitions from the SNL 
Financial database, which contains comprehensive informa- 
tion on the financial transactions of US banks We focus 
on the impact of entry by large acquirers on the actions of 


TABLE 1 
Variables and Data Sources 





Conceptual Variable Notation 


Dependent Variables 


Incumbent—acquirer 
similarity of product 
mix strategy 


Incumbent—acquirer 
similarity of product 
mix strategy, yı 


Measured Variable 


Max(M) — M, where M = Mahalanobis 
distance between a set of six types of 
loans extended by incumbent and 


Data Source 


June Call Reports from the 
FDIC (Schedule RC-C) 


acquirer (three types of commercial and 
industrial loans and three types of loans 


Incumbent performance ROA, jt 
Independent Variables and Controls 


Incumbent size Incumbent Size, ¢ 
Acquisitive entry Acquisitive Entry, 


Acquirer size Acquirer Size, 


Return on assets 


Incumbent's assets 


Number of large acquirers entering 


Average assets of large acquirers 


secured by real estate) 


SNL Financial 


Summary of Deposits from 
the FDIC 


Summary of Deposits from 
the FDIC and SNL Financial 


Summary of Deposits from 


each CBSA 


entering each CBSA the FDIC 
Acquirer Acquirer Weighted average return on assets of SNL Financial 
preacquisition Preacquisition large acquirers in the year preceding 
performance Performance; the acquisition 
Market size Market Size, ş Total deposits in each CBSA Summary of Deposits from 


Start-up activity Start-up Activity, ¢ 


Nonacquisitive 


Nonacquisitive Entry, + 
market entry 


Purchasing power Purchasing Power, ; 


Number of new bank charters in each 


Number of banks entering each CBSA 
ın a nonacquisitive manner 


Per capita income in each CBSA 


the FDIC 


Bank Regulatory Database 
from WRDS and Summary of 
Deposits from the FDIC 


Summary of Deposits from 
the FDIC 


US Census Bureau 


CBSA 
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incumbent firms because large (vs small) acquirers are 
more likely to disrupt the equilibrium when entering a mar- 
ket (Berger et al 1998) In the banking context, large 
acquisitive entrants are defined as banks with assets greater 
than or equal to $1 billion (Berger et al 1998, Gilbert and 
Belongia 1988) We were able to obtain complete data for 
all the variables included 1n the study on 839 of the 1096 
M&As undertaken by large banks, both public and private, 
between 1995 and 2003 Our focus on large acquirers 
enables us to capture a majority of acquisitions because 
77% of acquisitions made between 1995 and 2003 were 
made by large banks Moreover, large acquirers account for 
98% of all deposits acquired, which further ensures that our 
sample is representative of the overall acquisition activity 
ın the US banking industry Figure 1 shows the distribu- 
tion of these acquisitions during the 1995-2003 period 

The greatest data collection challenge we faced was to 
create a database of incumbents 1n each market 1n which a 
large acquirer entered between 1995 and 2003 To compile 
such a database, we aligned each acquisition with all banks 
operating 1n the CBSA 1n which the acquisition took place 
In essence, this 1s equivalent to identifying each potential 
competitor for the acquirer in the market in which 1t had 
just entered We did so using data from the Summary of 
Deposits database, which 1ncludes annual deposit reports at 
the branch level By summing a bank's deposits across all 
branches in a CBSA, we obtained a measure of the magnitude 
of its presence in that CBSA for each year 1n our sample In 
addition to M&A data, we also collected detailed financial 
data for all incumbents from the SNL Financial, FDIC, and 
the Summary of Deposits databases, we collected demo- 
graphic data at the market level from the 2000 US Census 


The product mix strategies of banks and details on bank 
lending practices Loans are banks’ main source of revenue 
We focus on the two categories of business loans that com- 
mercial banks can extend, which typically constitute a 
majority of banks’ business (1) loans secured by real estate 
(nonresidential) and (2) commercial and industrial loans 
Loans secured by real estate include loans backed by real 
estate as evidenced by mortgages on business and industrial 


properties, hotels, motels, churches, hospitals, educational 
and charitable institutions, and similar properties Commer- 
cial and industrial loans include loans for commercial and 
industrial purposes to sole propnetorships, partnerships, 
corporations, and other business enterprises, whether 
secured (other than by real estate) or unsecured, single pay- 
ment, or installment We also included loans to individuals 
for commercial, 1ndustrial, and professional purposes, but 
not for investment or personal expenditure purposes Sum- 
maries of loan activity by type of loan are periodically 
reported 1n the banking press because they are considered a 
crucial determinant of banks' financial performance 

Banks are required to report three subcategories of loans 
secured by real estate (1) secured by construction and land 
development, (2) secured by multifamily residential proper- 
ties, and (3) secured by nonfarm nonresidential properties 
As their names indicate, these types of loans serve different 
purposes, are typically targeted to different segments, and 
as such are distinct components of a bank's product mıx In 
addition, banks are required to report the following cate- 
gories of commercial and industrial loans (1) small (Jess 
than $100,000), (2) medium (between $100,000 and $1 mil- 
lion), and (3) large (more than $1 million) As 1s the case 
with the subcategories of loans secured by real estate, the 
three subcategories of commercial and industrial loans are 
also distinct components of a bank’s portfolio of products 
Indeed, each type 1s targeted to a different segment of cus- 
tomers For example, large-sized commercial and industrial 
loans are typically given to large businesses, while small- 
sized commercial and industrial loans are typically given to 
small businesses (Berger et al 1998, Levonian and Soller 
1996) 4 Furthermore, the characteristics of these segments 
of customers require substantially different lending prac- 
tices (Berger et al 1998) Specifically, smaller customers 
tend to seek small business loans and tend to be more ınfor- 
mationally opaque borrowers (Berger et al 1998) In gen- 
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4In general, banks with assets less than $100 million cannot 
make loans larger than $1 million without running afoul of Federal 
Reserve lending guidelines (Berger et al 2001) We explicitly 
account for this issue ın our empirical analysis 
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eral, lending to such borrowers 1s a customized process 
requiring a good knowledge of the local environment rather 
than a more general process based on a predetermined set of 
criteria Conversely, larger customers tend to seek large 
loans and be more ınformatıonally transparent borrowers 
In summary, commercial banking offers a context 1n which 
the components of the product mix of each firm can be 
clearly delineated, and thus product mix strategies can be 
easily 1dentified and compared across firms 


Measures 


Our goal 1s to show how firms' product mix strategies 
change following acquisitive entry into their markets and 
how these changes affect their performance Our hypothe- 
ses focus on (1) how the size of the incumbent, the preac- 
quisition performance of the entrant, and the size of the 
market in which the incumbent operates influence the 
incumbent’s emphasis on a product mix that is simular to 
that of the large entrant and (2) how an incumbent’s choice 
of product mix strategies affects its performance 


Hypothesized variables We have six hypothesized 
variables First, there 1s the “incumbent—acquirer similarity 
of product mix strategy " To assess the similarity between 
the incumbent and the acquirer's product strategy, we begin 
by computing the Mahalanobis distance 1n the loan portfo- 
lio between the incumbent and the acquirer (Kim and 
Finkelstein 2009) 

For each bank, we construct a vector L, that captures the 
composition of its product portfolio This vector captures 
the emphasis that a bank puts on each of its product lines 
(1e , each different type of loan 1t extends) as a percentage 
of its total loans 


% real estate loans secured by 
construction and land development 


% real estate loans secured by 
multifamily residential properties 


% real estate loans secured by 
nonfarm nonresidential properties 


% commercial and industrial loans 
less than $100,000 


% commercial and industrial loans 
between $100,000 and $1 million 


% commercial and industrial loans 
over $1 million 


We then compute the Mahalanobis distance between the 
vector Lincumbent Nd Laçqurer for each incumbent facing an 
acquisitive entry by a large acquirer ın its market, as follows 


MD = af Lacquirer — Lincumbent yayı (Lacquirer i Lincumbent )» 


where W-! 1s the inverse of the pooled covariance matrix 
The multivariate nature of the Mahalanobis distance 
constitutes an obvious advantage over univariate measures 
such as simple differences or the Euclidian distance Fur- 
thermore, the Mahalanobis distance also accounts for 
potential correlations between the various types of loans by 
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taking into account the covariance matrix between the six 
loan types (Kumar, Mahalanobis, and Juday 2005) In sub- 
stantive terms, it 1s well suited for our purpose The Maha- 
lanobis distance between the two vectors captures how 
closely the product strategies of two banks match The more 
similar the emphasis of the two banks on each type of loan, 
the smaller 1s the difference in the percentages of these 
loans across the two vectors, and the shorter 1s the Maha- 
lanobis distance Thus, the 1ncumbent-acquirer similarity of 
product mıx strategy increases as Mahalanobis distance 
decreases Because our theoretical arguments and hypothe- 
ses are worded ın terms of similarity, we compute the sımı- 
larity between product mıx strategies as follows 


Similarity, = max(MD) — MD,, 


where max (MD) 1s the maximum Mahalanobis distance 
across the entire data set This metric captures similarity 
comprehensively, accounting for alignment 1n the size of 
product categories included ın the product portfolio, as well 
as for possible correlations between loan types (Kim and 
Finkelstein 2009, Kumar, Mahalanobis, and Juday 2005) 

Our second hypothesized variable 1s “incumbent perfor- 
mance ” H, predicts how an incumbent’s emphasis on a cer- 
tain product mix strategy will affect its performance follow- 
ing the entry of a large acquirer into 1ts market In line with 
previous research in the banking industry, we use return on 
assets (ROA) as a measure of performance of incumbent 
banks (Rose 1987) 

Our third variable 1s “incumbent size " Consistent with 
previous research, we use a bank’s assets to measure its size 
(Goldberg and White 1998) We expect that the larger the 
incumbent, the more ıt will attempt to mimic the acquirer 
by aligning its product mix strategy to that of the acquirer 

Fourth, we have the “preacquisition performance of 
large acquirers ” In line with the performance measure used 
for the incumbent, we measure the acquirer’s preacquisition 
performance using ROA If more than one large acquirer 
entered a CBSA 1n a given year, we used a weighted aver- 
age (by size) of the performance of all large acquisitive 
entrants We expect that the more successful the acquirer 
has been ın the recent past, the stronger the ıncumbent's 
aspirations are to emulate the acquirer, and the more likely 
the incumbent 1s to imitate 1ts product mix strategy 

Our fifth variable 1s *market size " We measure the size 
of the 1ncumbent's market using the total amount of bank 
deposits in the 1ncumbent's CBSA (Berger et al 2004) We 
expect that the smaller the market, the stronger the 1ncum- 
bent's reaction 1s to the large acquisitive entry in that mar- 
ket, and the more likely the 1ncumbent 1s to go head-to-head 
with the acquirer and imitate its product mix strategy 

The sixth variable 1s “acquisitive entry” We measure 
the extent of acquisitive entry in a given market (CBSA) 
using the total number of acquisitions made by large acquir- 
ers (assets greater than or equal to $1 billion) in that CBSA 
in each year We expect that the more acquisitions are 
undertaken ın a CBSA, the more likely 1t 1s that incumbents 
will react by updating their product mix strategies 


Control variables We also consider four control 
variables Furst, we consider “acquirer size " We use the 


average assets of the large acquirers that entered a CBSA ın 
a given year as a control variable We expect that the larger 
the size of the acquirers that enter the market, the more 
likely it 1s that incumbents will react and change their prod- 
uct mx strategies 

Second, we consider “purchasing power” Previous 
research has indicated that the demographic composition of 
each CBSA may affect the lending activities that banks per- 
form in that market (e g , Berger, Goldberg, and White 2001) 
We measure the purchasing power 1n each CBSA using the 
per capita 1ncome 1n that CBSA (Amel and Liang 1997) 

Third, we consider "start-up activity " We measure the 
extent of the start-up activity 1n a market using the number 
of new bank charters recorded each year 1n each CBSA 
Prior research has indicated that acquisitive entry increases 
the number of new (de novo) bank charters 1n the market 
(Seelig and Critchfield 2003) and that de novo charters are 
more likely to extend certain types of loans (Berger et al 
2004, Goldberg and White 1998), thus asymmetrically 
increasing competitive pressure 1n some of the product lines 
included 1n 1ncumbents' portfolios 

Fourth, we consider “nonacquisitive entry activity " We 
measure the extent of the nonacquisitive entry activity in a 
market using the number of established banks that entered 
each CBSA 1n each year in our sample Banks that opened 
new branches in a CBSA 1n which they did not previously 
do business have the potential to affect the product mix 
strategies of incumbent firms by increasing concentration in 
the market We focus on nonacquisitive entries by large 
banks only, to preserve symmetry with acquisitive entry and 
to reduce noise 1n the data, because banks are less likely to 
react to actions taken by small competitors 


Model 


The characteristics of our sample and the nature of the rela- 
tionships we study guided us 1n choosing the econometric 
model most appropriate for testing our hypotheses First, 
we need to allow sufficient time for the effects of acquisi- 
tions to materialize Previous research has suggested that it 
takes approxumately three years for an acquirer to complete 
the restructuring of the target (Focarelli and Panetta 2003, 
Peek and Rosengren 1998) and for incumbents to adjust to 
the acquirer’s presence in their market (Avery and Samolyk 
2004, Berger et al 1998) In addition, this lag reflects the 
notion that banking relationships are long-standing and that 
it takes time for a bank to modify its customer base ın a 
manner that would best match the bank's updated product 
mix strategies As such, we measure the similarity between 
incumbents’ and acquirers’ product mix strategies, as well 
as incumbents’ performance, three years following an 
acquisition in a CBSA We examine the sensitivity of our 
results to alternative lags of the data subsequently, in the 
section in which we discuss robustness checks, and find that 
our results are not sensitive to the three-year lag used 
Second, because product mix decisions and perfor- 
mance may be path dependent, we need to account for the 
effect of past levels of these variables We do so by using a 
distributed-lag specification (Intriligator, Bodkin, and Hsiao 
1996) This specification eliminates the need for multiple 


lags of the independent variables Furthermore, we account 
for unobserved heterogeneity among the banks 1n our sam- 
ple by adding a firm-specific random effect 

Our econometric model contains two recursive equa- 
tions The first equation models the similarity between the 
incumbent and the acquirer product mix strategies as a 
function of their past product mix strategies, size, acquisi- 
tive entry, and controls The second equation models 
incumbents’ performance following acquisitive entry as a 
function of banks’ past performance, similarity in product 
mux strategies, size, acquisitive entry activity, and controls 
Recursive equations, with the assumption of uncorrelated 
errors, do not require simultaneous estimation 


(1) Incumbent-acquirer similarity of product mix strategy, 143 
= Bo + Bılncumbent—acguırer similarity of product mix strategy, M42 
+ BoIncumbent Size, + B3Acquisitive Entry, + Balncumbent Size,, 


x Acquisitive Entry, , + 55Acqurrer Preacquisition Performance, , 


+ BgAcguırer Preacquisition Performance, , x Acquisitive Entry, ; 
+ D; Market Size, + BgMarket Size,, X Acquisitive Entry, 

+ DoAcquirer Size, + BıgPurchasıng Power, , 

+ BıStart-up Activity, , + B}2Nonacquisitive Entry,, 


+ v Year Dummy + Hi + €,,,, and 


(2) ROA, 143 = o #ĞJROA, 112 

+ Çəlncumbent-acqurrer similarity of product mix strategy, Jt+3 
+ Özlncumbent Size, t 

+ Çalncumbent-acqurrer sımılarıty of product mıx strategy, Jt+3 


x Incumbent Size,, + GgAcquırer Size, ,  G;Purchasing Power, , 


+ CgMarket Size, , + CoStart-up Activity, 
+ GjgNonacquisitive Entry, + v^ Year Dummy + y^, + £”, ip 


where 1 stands for firm (bank), J represents market (CBSA), 
and t 1s time 

These models involve a dynamic panel specification 
Dynamic models with lagged dependent variables cannot be 
estimated using ordinary least squares, given the correlation 
between the lagged dependent variable and the random 
error term (Baltagı 2008) Instead, they are typically esti- 
mated using generalized method of moments (GMM, Arel- 
lano and Bover 1995) Usually, for such estimators, the pre- 
determined and endogenous variables in first differences 
are instrumented with suitable lags of their own levels 
However, in many instances, these lagged levels of the 
independent variables are not good instruments Further- 
more, the paucity of information in the levels of the 
variables about the parameters of interest may result in the 
loss of a substantial part of the total variation in the data 
(Arellano and Bover 1995, p 48) 

To overcome these problems, Arrelano and Bover 
(1995) and Blundell and Bond (1998) propose a “system 
GMM” estimator that includes both the differences in and 
the levels of the predetermined and endogenous variables as 
instruments Additional instruments for this estimator are 
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the lags of the first difference of the predetermined and 
endogenous variables The use of these additional instru- 
ments renders the system GMM estimator more efficient 
than the first difference estimator Therefore, we use the 
system GMM approach proposed by Arrelano and Bover 
(1995) and Blundell and Bond (1998) and apply the Wind- 
meyer (2005) finite sample correction to estimate the coef- 
ficients and standard errors for our model 

The use of the system GMM approach has an addi- 
tional, ımportant benefit when modeling incumbent reac- 
tions to acquisitive entry The entry decision by potential 
acquirers 1s endogenous —ındeed, acquirers do not choose 
to enter markets randomly, by throwing darts on a map of 
the United States Rather, they enter on the basis of an 
assessment of the inherent attractıveness of the market, as 
well as an assessment of prior entry into the market By 
using absolute levels as well as first differences of market 
factors and prior acquisitions as instruments, the system 
GMM approach accounts for endogeneity 1n the acquirers’ 
decision to enter a particular market 


Results 


Descriptive statistics reveal interesting insights into the 
extent and type of market entry 1n our empirical context 
While each CBSA experienced, on average, more than two 
acquisitions by large acquirers per year, the number of 
nonacquisitive entries by large banks was far lower, at only 
approximately 10 per year, on average The number of new 
charters per year 1n each CBSA was, on average, also lower 
than the number of large acquisitive entries (2 40 new char- 
ters vs 2 75 entries by large acquirers, on average, per year, 
per CBSA) These statistics suggest that acquisitions were 
the most prevalent way large banks entered new markets, 
perhaps as a result of the Riegle-Neal Act Table 2 presents 
descriptive statistics on all variables 1ncluded in the analysis 
To further understand our sample, we break ıt down by 
type of incumbent and type of market First, recall that in 
line with the banking literature, we used $1 billion 1n assets 
as a cutoff size to 1dentify the large acquirers (Berger et al 
1998, Gilbert and Belongia 1988) Using the same cutoff 
for incumbents yields 231 large and 4220 small 1ncumbents 
(163 incumbents were close to the cutoff and fall ın and out 
of the “large” category throughout the nine-year period cov- 
ered 1n our study) Thus, as we expected, small 1ncumbents 
constitute a majority, and the threat of entry posed by large 
acquirers 1s likely to be significant for most of these firms 
Second, we examune the characteristics of the markets 
in which acquisitive entry took place The distribution of 
the size of these markets 1s skewed as well Using the 
median cutoff yields 820 small and 19 large CBSAs> A 


ee — — UY 
"The large CBSAs are Chicago-Naperville-Johet, Providence- 
New Bedford-Fall River, San Francisco-Oakland-Fremont, Los 
Angeles-Long Beach-Santa Ana, New York-Northern New Jersey- 
Long Island, Boston-Cambridge-Quincy, Pittsburgh, Charlotte- 
Gastonıa-Concord, Philadelphia-Camden-Wilmington, Cleveland- 
Elyria-Mentor, Stockton, Minneapolis-St Paul-Bloomıngton, 
Atlanta-Sandy Springs-Marietta, Birmingham-Hoover, Salt Lake 
City, Cincinnati-Middletown, Dallas-Fort Worth-Arlington, 
Detroit-Warren-Livonia, and Washington-Arlington-Alexandna 
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closer look at the large CBSAs reveals, as expected, a 
higher level of acquisitive entry While the average CBSA 
experienced 2 75 entres by large acquirers per year, the 
largest 19 CBSAs had, on average, 3 25 such entries versus 
1 31 entries for the smaller CBSAs We control for the size 
of the CBSA 1n our empirical analyses 

Third, to gain a better understanding of the product line 
strategies of incumbent banks, we examine the variance 1n 
the loans offered by incumbents, as well as any potential 
strategy differences between large and small incumbents or 
incumbents present 1n small or large markets Table 3 pre- 
sents a breakdown of the loans used to compute the sımılar- 
ity metric by loan type, 1ncumbent size, and market size 
The only discernible difference 1s that large banks extend a 
higher percentage of commercial and industrial loans of 
more than $1 million (247% vs 9 4%), in line with their 
larger asset base and better ability to handle such large 
joans The types of loan extended do not appear to signifi- 
cantly vary by the size of incumbents’ home markets © 
Finally, we also examine the temporal vanation of the per- 
centages of the different types of loans by taking two-year 
differences between the types of these loans pre- and 
postacquisitive entry We find that these differences are 1n 
general significantly different from zero, albeit small, 1ndi- 
cating that while there 1s some degree of stickiness 1n prod- 
uct mix strategies, banks indeed change these strategies and 
reshuffle their product mixes to adjust to market conditions 

The similarity metric that captures the differences 1n the 
percentages of six types of business loans exhibits appropri- 
ate variance, and 1t 1s fairly normally distributed across the 
sample We also find that similarity in product mix strategy 
between incumbents and the acquirers that have entered 
their markets significantly increases, on average, in the 
three years following the acquisition, offering face validity 
to our assertion that 1ncumbents align their product mix 
strategies with those of the incumbents 

Tables 4 and 5 present the results of the GMM estima- 
tion of Equations 1 and 2 We conduct several checks to 
confirm the appropriateness of the models we use As we 
mentioned previously, the system GMM estimator (Arel- 
lano and Bover 1995) affords the choice of a large number 
of instrumental variables that can be used to address con- 
cerns about endogeneity (1e , the lags in the levels of the 
variables and the lags of the first differences) Thus, as the 
length of the panel increases, the number of instruments 
available increases, but the instruments used must also be 
valid (1 e , orthogonal to the errors, see Baum and Schaffer 
2002) We check for instrument validity using the Hansen J 
statistic (Hansen 1982, see also Baum and Schaffer 2002). 
In our estimations, the p-values for the Hansen test of over- 
identifying restrictions are nonsignificant, indicating that 
the null of orthogonality of instruments and errors cannot 
be rejected at the 5% level, and thus the instruments we use 
are valid 


ee HÓáMQ 

6We also estimated our two main models using this similarity 
measure for each type of loan using the same method used 1n the 
study We were not able to identify any patterns that would suggest 
that one type of loan 1s likely to be more prone to alignment with 
the acquirer’s strategy 
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TABLE 2 


Descriptive Statistics 
————M— M d — re E ii 


Correlation Matri» 





M SD 1 2 3 4 5 6 
1 Similarity of product mix 37 160 1 902 1 
strategies, jt+3 

2 ROA,ş 942 1 330 032 1 

3 incumbent Size, 858x108 1027 x 109 045 010 1 

4 Acquisitive Entry, 2 755 2 257 -135 -008 -012 1 

5 Acquirer Size, ; 11 47 x 1011 1328x1010 -045 — 028 015 385 1 

6 Market Size, 6 97 x 1010 1064x1010 —154 -051 096 325 031 1 

7 Acquirer Preentry Performance, 017 062 — 065 000 011 056 — 105 079 

8 Nonacquisitive Entry, ¢ 107 332 018 — 010 — 006 — 051 — 063 110 

9 Purchasing Power; 29,612 5873 — 139 — 050 035 251 117 488 
10 Start-up Activity, 2 402 3 105 — 147 — 041 — 012 390 154 331 
—————ÁÁÁÁ—— MÀ ÉL  “—————— >. WE 2005 


TABLE 3 
Descriptive Statistics on the Type of Loans Extended by Incumbents: Percentage Loans by Incumbent 
and Market Size 








Incumbent Bank Size Market Size 
Loan Percentage Small (Less Large Small Large 
Across Than $1 Billion ($1 Bıllıon or (Below Median (Above Median 
Entire Sample@ in Assets) More ın Assets) Deposits) Deposits) 
Type of Loan N = 15,051 N = 13,994 N = 1139 N = 4692 N = 10,441 
Loans secured by real estate 11 99% 12 10% 10 65% 12 80% 10 18% 
construction, land development, 
and other land loans 
Loans secured by real estate 4 60% 4 36% 7 54% 3 66% 6 7196 
secured by multifamily (five or 
more) residential properties 
Loans secured by real estate 36 7396 37 0296 33 1996 36 1296 38 1096 
secured by nonfarm 
nonresidential properties 
Commercial and industrial loans 6 4296 6 6696 3 3696 6 8596 5 4596 
smaller than $100,000 
Commercial and industrial loans 11 5896 11 8396 8 5996 11 2696 12 3196 
between $100,000 and $1 million 
Commercial and industrial loan 10 6896 9 5496 24 7196 11 2096 9 5196 


greater than $1 million 


MB ——MMMMM————————————— 
aAll loan percentages are calculated relative to the sum of the loans included in the analysis Other types of loans that certain banks may 


extend, but are not commonly extended by all banks, such as ! 
foreign governments and officials, are excluded 


oans secured by farmland, loans to finance agricultural production, or loans to 


TABLE 4 
Similarity in Product Mix Strategies 


Incumbent-Acquirer Similarity 
of Product Mix Strategy, «3 


Ee 


Intercept 

Incumbent—acquirer similarity of product mix strategy, ) +42 
Incumbent Size, 

Acquisitive Entry, , 

Incumbent Size, t x Acquisitive Entry, + 

Acquirer Preacquisition Performance, 

Acquirer Preacquisition Performance ,; x Acquisitive Entry, 
Market Size, ş 

Market Size): x Acquisitive Entry, 

Acquirer Size, + 

Purchasing Power, 

Start-up Activity, ; 

Nonacquisitive Entry, + 


Wald x? 


773 (3 99) 
73” (11) 
— 47 x 10-9 (3 26 x 109) 
-1 55** ( 48) 
3 59 x 10-9** (9 59 x 10-10) 
—20 34** (5 21) 
20 18** (5 21) 
—145 x 10-9 (2 07 x 10-9) 


—1 21 x 10-9** (3 25 x 10-10) 
2 20 x 10-9* (9 93 x 10-10) 


26” ( 08) 
— 008 ( 05) 
— 98” ( 40) 

206 51** 


ee M  —“ ————— 


"pe 05 
™p< 01 


Notes Standard errors are listed in parentheses Coefficients of year dummies are excluded for brevity 


It is important to note that all our models account for 
firms’ product mix strategies before entry If our results 
indicate that some incumbents emphasize certain strategies, 
our lagged variable approach suggests that they do so 
beyond their preacquisition propensity to emphasize such 
strategies Thus, our results cannot be attributed to firm 
inertia 1n product mix strategies but rather reflect significant 
changes implemented by firms following acquisitive entry 

Questions may also arise about the magnitude of the 
change ın product mıx strategy If the acquirer does not 
change the product mix strategy of the acquired bank, there 
should not be a change of equilibrium in the market, and 
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there 1s little 1mpetus for the 1ncumbent to make any 
changes to its product strategy In studying the industry and 
as a result of several interviews with banking executives 
involved in acquisitions, we learned that the strategies of 
acquired banks do change 1n line with the identities of the 
acquirers In a vast majority of cases, the charters (and thus 
the identities) of target banks are replaced by those of the 
acquirers Behemoths, ın particular, rely on economies of 
scale and expect the target to quickly align with their prod- 
uct mix strategies and lending policies Thus, the acquirer’s 
strategy becomes the new benchmark for the incumbent 
The magnitude of the change will indeed depend on how 


TABLE 5 
Incumbent Performance Following Acquisitive Entry 


Intercept 

ROA, t +2 

İncumbent-acqurrer similarity of product mix strategy, ıt 4 3 
Incumbent Size, : 


Incumbent-acquirer similarity of product mix strategy, yt +3 x Incumbent Size,, -7 80 x 10-%* (385 x 10-9) 


Acquisitive Entry, : 
Acquirer Size, 
Purchasing Power, t 
Market Size, 

Start-up Activity, ; 
Nonacquisitive Entry, ¢ 


Wald x? 


ROA, +3 
3 54* (1 65) 
24* ( 13) 
— 063* ( 03) 
2 25 x 10-7” (128 x 1077) 
— 027 ( 027) 
1 60 x 10-10 (3 59 x 10-11) 
012 ( 02) 
—İ 45 x 10-10 (9 83 x 10-11) 
052** ( 020) 
— 36** ( 13) 


3523 64** 


———————————————————————————————M—————— — 


"pe 05 
“p< 01 


Notes Standard errors are listed in parentheses Coefficients of year dummies are excluded for brevity 


close they were at the time of the acquisition, but we con- 
trol for that starting point through our lagged dependent 
variable 


Tests of Hypotheses 


Incumbents’ reactions following acquisitive entry simi- 
larity ın product mix strategies H4 predicts that in response 
to entry by large acquirers, large incumbents seek to 
become more similar to the entrants in their product strat- 
egy than other incumbents Our results provide support for 
H, (see Table 4) The coefficient of the interaction term 
between acquisitive entry and incumbent size 1s positive 
and significant (B4 = 3 59 x 10-9, p < 01), implying that the 
greater the extent of acquisitive entry and the larger the 
incumbent, the more similar 1ncumbent's product mux strat- 
egy 1s to that of the acquisitive entrant The coefficient of 
the lagged dependent variable (1e , the past similarity in 
product mix strategy) ıs also significant and positive (f, = 
73, p « 01), confirming the intuitive assertion that a bank's 
product mix strategies are path dependent H, predicts that 
in response to entry by large acquirers 1n an 1ncumbent's 
market, the better the preacquisition performance of the 
acquirer, the more similar the 1ncumbent's product strategy 
18 to that of the acquisitive entrants The coefficient of the 
interaction term between acquisitive entry and the preacqui- 
sition performance of the acquirer 1s positive and sıgnıfi- 
cant (Bs = 20 18, p € 01) 

H5 predicts that ın response to entry by large acquirers 
in an incumbent’s market, the smaller the incumbent’s mar- 
ket, the more similar the incumbent’s product mix strategy 
is to that of the acguısıtıve entrants The coefficient of the 
interaction term between acquisitive entry and the size of 
the market is negative and significant (Bg = —121 x 10-9, 
p< 01) 

Furthermore, we find that a high income per capita ına 
CBSA is associated with greater similarity between the 
incumbent and the acquisitive entrant’s product mix strate- 
gies (Big = 26, p < 01), and a greater extent of nonacquisi- 
tive entry ıs associated with a lower similarity between 
incumbent and acquisitive entrant’s strategies (B4? = — 98, 
? € 01) Finally, both the Hansen test for overidentification 


of restrictions and the Arellano—Bond test for autocorrela- 
tion on the residuals 1n first differences (AR(2)) are non- 
significant, indicating that the instruments used to estimate 
the model are adequate 


Incumbent performance following acquisitive entry H4 
predicts that in response to entry by large acquirers, the less 
similar the 1ncumbent's product strategy 1s to that of the 
acquirer and the larger the incumbent, the better 1s the 
incumbent’s performance We find support for this hypothe- 
sis The coefficient of the interaction between incumbent 
size and similarity in product strategy between incumbent 
and acquirer 1s significant and negative (C4 = —7 80 x 10-9, 
p « 05) These results suggest that large incumbents’ propen- 
sity to closely murror a large acquisitive entrant’s product 
strategy is ıll-advısed, and divergence from this strategy 
leads to the best performance In this context, aspirations to 
emulate the entrant do not result in a better performance 

The results in Table 5 also show that the coefficient for 
lagged ROA 1s positive and sıgnıficant (ğı = 24, p < 01), 
the number of new charters in the CBSA is positively asso- 
ciated with incumbent ROA (Cg = 052, p € 01), and the 
number of large nonacquisitive entrants 1s negatively asso- 
ciated with performance (Gio = — 36, p < 01) As was the 
case with the first equation, both the Hansen test for over- 
identification of restrictions and the Arellano—Bond test for 
AR(2) ın first differences are nonsignificant, indicating that 
the instruments used to estimate this model are adequate 


Alternative Explanations, Robustness Checks, 
and Additional Analysis 


Does inertia provide an alternate explanation for our 
results? A skeptical reader may argue that our results can be 
explained by simple inertia Large banks, whether they are 
incumbents or acquirers, emphasize similar loans ın their 
portfolios, and thus their product strategies appear to be 
simular Note, however, that our analyses control for the 
effects of inertia, and our results are beyond any effects we 
might expect as a result of firms’ past strategies First, as we 
noted previously, our dynamic panel approach assesses 
behaviors beyond those that would arise from firms’ base- 
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line tendencies to behave a certain way Second, we find 
that, on average, the similarity between incumbents and 
acquirers increases following the acquisition, suggesting 
that the product mix strategies of firms are not static and are 
restructured 1n response to competitive threats 


Does differentiation provide an alternate explanation 
for our results? Another argument that could be made 1s 
that our results simply show that differentiation 1s a more 
profitable strategy than 1mitation —that ıs, firms that follow 
a differentiation strategy in response to acquisitive entry 
will perform better than others We believe that we provide 
a more nuanced view on differentiation First, our frame- 
work makes systematic, theoretically based predictions 
about which firms are likely to diverge and which ones will 
aspire to be similar. Second, we show that differentiation 
affects firms differently, firms that are most similar to the 
acquisitive entrant (1e , large firms) are actually hurt most 
if they fail to differentiate Thus, although differentiation 
could explain one of our four hypotheses, 1t does not pro- 
vide an overarching alternative explanation to our results 


Are our results sensitive to the three-year lag used? Our 
results are based on estimations that use a three-year lag 
following acquisition to measure 1ncumbents' emphasis on 
customers that are similar to or different from those that the 
entrant targets as well as to measure 1ncumbents' perfor- 
mance To test whether these results are robust to other 
specifications of the lagged effects of acquisition, we reesti- 
mate Equations | and 2 using a two-year rather than a three- 
year lag for customer-targeting strategies and performance 
The results of this analysis are simular to those reported pre- 
viously, suggesting that our results are not sensitive to the 
three-year lag used 


How robust are our results to the assumption that 
incumbents are smaller than entrants? An implicit assump- 
tion behind our conceptual arguments and empirical analy- 
sis 1s that even the largest incumbents are likely to be 
smaller than entrants 1n any given market However, if this 
assumption does not hold for some incumbents 1n certain 
markets, 1t 15 likely that these incumbents will not be as vul- 
nerable to changes brought about by acquisitive entry as 
their smaller counterparts will To determine the robustness 
of our findings to this possibility, we examined whether any 
of the incumbents 1n our sample have assets greater than the 
acquirers that enter their markets We found only 102 such 
incumbents, which account for a mere 2 2% of the banks 1n 
our sample To rule out any potential confounding effects of 
using these banks in our estimation, we repeated our analy- 
sis on a subsample that excludes these observations In gen- 
eral, the results of thus additional analysis are consistent 
with the results presented previously Alternatively, we also 
estimated our models on a subsample that includes only the 
incumbents that have 50% of their deposits in one CBSA, 
arguably the ones that are the most affected by the acquisi- 
tive entry, and we find that the results are consistent with 
the ones from the full sample 


How sensitive are our results to the inclusion of markets 
in which many large banks have headquarters? It 1s possi- 
ble that 1n markets 1n which many large banks are head- 
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quartered, incumbents already have product mıx strategies 
that reflect the presence of these large banks Additional 
entry by large acquirers 1n such markets may not cause as 
large a disruption to the market equilibrium as 1t would in 
markets with a lower presence of large banks To check 
whether our results are robust to the exclusion of the mar- 
kets with the largest number of large banks, we first sort all 
markets on the basis of the number of large banks head- 
quartered 1n them A scree plot reveals that nine CBSAs 
stand out as having the largest number of large bank head- 
quarters We find that dropping these nine CBSAs yields 
results consistent with those reported previously Although 
the significance of some results becomes marginal due to a 
large reduction 1n sample size, we nevertheless conclude 
that the results reported 1n Tables 4 and 5 do not rely on the 
inclusion of markets ın which many large banks have head- 
quarters As an additional robustness check, we also esti- 
mated alternative models by dropping, 1n a similar way, the 
largest CBSAs as measured by the total deposits held by 
banks in these markets Again, the results are consistent 
with those reported in Tables 4 and 5 


Summary and Discussion 


Acquisitive entry by large firms can cause anxiety among 
incumbents 1n the targeted market Such entrants represent 
a shock to the competitive equilibrium in incumbents’ mar- 
kets This shock prods many incumbents to react to the 
entry However, the reactions differ and so do the payoffs 
This research represents an early effort to understand why 
some incumbents react and perform differently from others 
when behemoths arrive at their gates By combining 
insights from social psychology, corporate strategy, and 
marketing, we develop a framework that attempts to explain 
the varying reactions and performance outcomes of 1ncum- 
bent firms confronted with entry by large firms We empha- 
sıze the importance of a key marketing decision— the 
incumbent’s product mix strategy —ın driving the reactions 
and performance of firms 

Moreover, our framework makes predictions that differ 
from those of other theories of competitive response In 
contrast to theories of inertia, we show that in response to 
acquisitive entry, some firms actually restructure their prod- 
uct mix In contrast to theories of differentiation, we show 
that 1n response to acquisitive entry, some firms do not dif- 
ferentiate from the entrant Moreover, 1n contrast to theories 
of 1mitation, we show that 1n response to acquisitive entry, 
some firms resist the pressure to 1mitate and actually per- 
form better as a result Finally, in contrast to simple models 
that rely purely on rational economic reasoning, we sbow 
that social-psychological factors play an 1mportant role in 
how managers respond to competitive entry While alternative 
theories can explain a subset of the phenomena we study, we 
believe that our framework offers a comprehensive expla- 
nation of the differences 1n firm behavior and performance 
consequences following acquisitive entry Furthermore, by 
empirically examining reactions and performance outcomes 
in a large and vital 1ndustry and by using a data set that 1s 
fairly unprecedented ın its scope and size, we provide signifi- 
cant initial empirical evidence in support of our arguments 


implications 


Aspirations may explain entry response Strategies that 
fall outside the predictions of simple economic models To 
best understand the differences between our empirical find- 
ings and those predicted by, for example, simple Hotelling- 
type economic models, it 1s helpful to cast our context 1n 
the following terms We have incumbents and entrants, each 
picking a product mix A product mix 1n our case consists of 
a portfolio of loans (1e, type of loan and how much) 
Firms’ decisions can now be thought of 1n two ways First, 
one could conceive of two firms deciding on their product 
positioning, ın line with Hotelling There would then be two 
opposing forces 1nfluencing each firm's choice of position 
(1) a demand effect, which would move them toward each 
other to the position where maximum demand 1s, thus lead- 
ing to minimal differentiation, and (2) a strategic effect, 
which would move them away from each other (maximal 
differentiation) to minimize competition With the entrant’s 
position fixed (which 1s what maps onto our case), the bal- 
ance of these two forces would suggest where the ıncum- 
bent would locate Our H,—the incumbent would mimic 
the entrant —suggests that the force toward minimal differ- 
entiation overrides that toward maximal differentiation 
Indeed, 1f competition is ın quantities and not ın prices, we 
would expect minimal differentiation. In short, one could, 
albeit with quite a few simplifications, view our story as 
similar to one variant of a Hotelling model However, 1f the 
equilibrium strategy for the incumbent that the Hotelling 
model suggests 1s one of minimal differentiation, that 
should indeed be the one that yields the highest profits 
However, we find the opposite, suggesting that forces other 
than those implied by simple Hotelling-type models are at 
play, our framework 1s an attempt to precisely accommo- 
date these forces This said, we acknowledge that the 
reduced-form measures ın our empirical model may not 
fully tap the variety of demand effects and strategic effects 
at play We hope our study serves as an 1mpetus for more 
comprehensive analyses of these effects 

Other frameworks dealing with entry describe response 
strategies to entry ("top dog,” “puppy dog,” “lean and hun- 
gry,’ "fat cat") ın a two-period Stackelberg game (Fuden- 
berg and Tirole 1984) These frameworks suggest different 
strategies for the 1ncumbent according to whether the 
variables of 1nterest are strategic complements or substitutes 
If one were to think of competition for a set of loans as 
quantity competition (strategic substitutes) rather than price 
competition (strategic complements), the model would sug- 
gest a top-dog strategy —that 1s, the incumbent should invest 
aggressively While Fudenberg and Tirole's (1984) focus 1s 
on the quantum of investment, the result can be interpreted 
somewhat loosely as suggesting a strategy similar to what 
we observe—that 1s, go after the same product space that 
the entrant 1s going after However, again, it 1s difficult to 
reconcile that reasoning with the notion that this strategy 
seems to lead to poorer performance outcomes for 1ncum- 
bents that follow such a strategy In contrast, our framework 
can explain the tendency to either mimic or differentiate 
from the entrant as well as the performance consequences 
of the response strategy that incumbents choose to 1mple- 


ment We hope that our research provides an impetus for 
others to study managers’ motivations ın explaining firms’ 
strategic decisions and performance outcomes 


Managerial aspirations may incorrectly encourage ımı- 
tative behavior Much existing research treats managers as 
rational calculators governed only by cool-headed consider- 
ations of profit and loss In contrast, we argue that man- 
agers are also driven by other, more social motivations Our 
results and the insights from interviews with banking 
executives suggest (1) that managers compare their firms 
with other firms 1n the market and then either aspire to be 
like those firms or choose to dissociate from them and (2) 
that this tendency 1s stronger for large incumbents Although 
we were not able to directly test the extent to which man- 
agers rely on aspirations 1n their decision making, descrip- 
tive statistics from our sample provide some face validity 
for our assertions For example, we find that the incumbents 
in the top similarity quartile (the top 25% incumbents that 
restructured their strategy to be closest to that of the 
acquirer) are, on average, more than four times larger than 
the incumbents in the remaining quartiles Thus, we find 
strong evidence that large incumbents indeed mimic the 
acquirers, despite negative consequences on their perfor- 
mance We also find that the similarity between these 
incumbents and the acquirer increases following the acqui- 
sition (1e , the differences ın similarity from one period to 
another following the acquisition are statistically signifi- 
cant), which indicates that the effects we identify are not 
just a reflection of large firms following similar strategies 
but rather that of actual changes to incumbents’ product mix 
In an attempt to imitate the acquirer 


Imitation ts hazardous A key implication of our findings 
for the managers of large incumbent firms 1s that closely 
mımıckıng the product mix strategies of the acquisitive 
entrant will hurt their performance Conversely, large 
incumbents can actually prosper following the entry of a 
behemoth if they employ a product mıx strategy that 1s dif- 
ferent from that of the entrant Indeed, an examination of 
the performance of such incumbents shows that large 
incumbents (above median assets) in the bottom similarity 
quartile (the top 25% incumbents that restructured their 
strategy to be furthest from that of the acquirer) exhibit sig- 
nificantly better performance than any other incumbents 
Again, this provides some evidence that our results are not 
simply a reflection of large firms adopting simular strategies, 
whether they are new entrants or established incumbents 

Acquisitive entry 1n small markets or by well-performing 
acquirers 1s a highly salient and potentially disruptive event 
Managers of large incumbents may find the success of the 
acquirer appealing, or they may view the acquirer's strategy 
in a small market as the only legitimate one Whatever dri- 
ves their aspirations, managers would do well to avoid the 
hubris of thinking that they can win by offering the same 
products as the behemoths, such thinking 1s likely to lead to 
expensive mistakes 


Understanding competitive reaction at the product port- 
folio level requires a distinct perspective from that used to 
understand reaction to entry with a new product Most 
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research in marketing that has examined reactions to 
competitive entry has focused on market entry with new 
products rather than on acquisitive entry Accordingly, the 
determinants of the reaction to entry that have been most 
closely examined are various components of the product 
mix (eg, Carpenter and Nakamoto 1990, Hauser and 
Shugan 1983) and the innovativeness of the newly ıntro- 
duced product (eg , Kuester, Homburg, and Robertson 
1999) These insights are not particularly helpful for man- 
agers faced with the entry of a large acquirer that 1s not 
launching a new product However, such entry 1s prevalent 
ın industries such as computer software and pharmaceuti- 
cals, 1n which large firms routinely acquire smaller counter- 
parts to become a player 1n a certain product category Our 
research 1s a first step 1n providing a set of determinants of 
the reaction to a distinct and umque type of entry, namely, 
that of a large acquirer We hypothesize and empincally 
show that incumbent, acquirer, and market characteristics 
contribute 1n counterintuitive ways to the manner in which 
the incumbent proceeds to defend its market position 


Limitations and Further Research 


As an early study of a largely unexplored domain, our 
research has limitations that could potentially serve as topics 
for further research First, we focus on a single industry — 
banking Doing so enhances the internal validity of the 
study and permits access to unusually rich data that are 
unavailable in other contexts Moreover, acquisitive entry 1s 
by far the most frequent means of entry by large firms ın 
this market, this feature of the 1ndustry fits well with our 
focus on acquisitive entry However, our hypotheses and 
conceptual arguments are not unique to banking They are 
general in nature and might also apply to other industries 
Nevertheless, the commercial banking industry 1s character- 
ized by a high degree of regulation and some specific “rules 
of the market " Further research might examine incumbent 
reactions to entry by large firms 1n other industries 

Second, while acquisitions are a common mode of entry 
1n banking and many other industries, other modes of entry, 
such as greenfield or alliance formation, also exist and are 
worth exploring, especially ın industries in which such 
modes of entry are common Therefore, further research 
might examine how incumbent reactions to acquisitive 
entry differ from other modes of entry by firms 

Third, we focus on the impact of managerial aspirations 
on the firm's product mix Such aspirations might also 


affect other dimensions of the firm's marketing strategy 
The role of a firm's product mix strategies 1n competitive 
interaction is of keen interest to researchers 1n many fields 
and to practitioners across sectors Nevertheless, further 
research on industries with more direct data on other strategic 
areas that managers are likely to focus on ın forming aspıra- 
tions and reacting would bring additional insights to bear on 
the effects of market entry on the strategies of incumbents 

Fourth, while we find performance benefits for 1ncum- 
bents that differentiate from entrants following entry, we are 
unable to examine the counterfactual — that ıs What would 
have happened had incumbents not adjusted their product 
mix strategy accordingly? Further research might explore 
the performance consequences of incumbent response more 
rigorously by controlling for all other differences across 
markets —for example, by including market fixed effects ın 
the estimation 

Fifth, because we cannot directly observe the thought 
processes of the managers of incumbent firms, there may be 
alternative explanations for the imitative behavior we docu- 
ment For example, imitative behavior might be driven by 
scarce resources and the perceived threat to these resources 
In a market with scarce resources, an alignment ın product 
mix strategy 1s more likely to be observed among large 
incumbents that are forced to vigorously compete for these 
limited resources than among smaller 1ncumbents, which 
could coexist alongside the entrant. Although we control for 
market-level variables such as market size and purchasing 
power, as well as for firm resources, further research might 
examine the conceptual 1ssues 1mplied 1n the scare resources 
and perceived threats argument 

Finally, further insights could be obtained in industries 
in which targets’ strategies can be clearly delineated after 
the acquisition While 1n the banking industry the target's 
strategy 1s typically immediately aligned with that of the 
acquirer, ın other industries, the targets may be afforded 
some flexibility 1n continuing to serve their markets (partial 
acquisitions, though extremely uncommon in banking, 
would provide a context in which targets may retain some 
control over their product mix strategies) Incumbents 
would then be faced with a firm acting locally but with the 
potential to draw from a larger resource base Furthermore, 
such a context would allow researchers to assess the effect 
of the complementarity between the target and the acquirer 
following the acquisition It would be helpful to understand 
how incumbents react and perform 1n such instances 
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Elisabeth C. Bruggen, Bram Foubert, & Dwayne D. Gremler 


Extreme Makeover: Short- and Long- 
Term Effects of a Remodeled 
Servicescape 


Using survey and transaction data from a natural experiment in a fast-food chain, the authors investigate the effects 
of store remodeling They test (1) short- and long-term effects on customers’ cognitions, affect, and behavioral 
intentions, (2) the moderating impact of spontaneous versus planned and group versus single-customer store 
visits, and (3) the differential effects on two store performance measures average customer spending and store 
traffic The results show that, in line with adaptation-level theory, short-term remodeling effects lose strength in the 
long run (re , after six months) Furthermore, customers on a spontaneous trip or in a group tend to be more 
responsive to store remodeling than customers on a planned trip or alone Finally, whereas average spending 
Increases in the short run and then returns to the baseline, store traffic initially remains unaffected and even shows 
a dip in the long run These findings imply that ignoring the time-variant character of remodeling effects, the nature 
of customers’ store visits, or the impact on store traffic may lead to inappropriate allocation of marketing resources 


Keywords servicescape, store remodeling, adaptation-level theory, marketing effectiveness, long-term effects 


etailers spend millions of dollars each year to design, tomers’ cognitive, affective, and behavioral reactions 
R build, and furnish their establishments Cutthroat Research has demonstrated that customer response 1s influ- 

competition prompts them to employ the store envı- enced by 1ndividual servicescape parameters, such as color 
ronment as a source of differential advantage For example, or lighting (e g , Arem and Kim 1994, Crowley 1993), as 
in 2002, the restaurant chain Red Lobster started changing well as more abstract store characteristics, including store 
its traditional “wharf-sıde” layout to a “coastal home" set- design and ambience (eg, Baker et al 2002) However, 
ting (Nation's Restaurant News 2003) McDonald's recently several key issues that affect the assessment of store remod- 
began redesigning its 30,000 eateries, in a makeover of eling effects remain unaddressed First, extant research 1s 
unprecedented scale, to provide the stores with a contempo- mainly cross-sectional and examines differences between 
rary, welcoming image (Gogol, Arndt, and Moiduddin alternative servicescapes in a static setting, such that it 
2006) In addition, 1n. 2007, Victoria's Secret announced remains unclear whether the effects of a store remodeling 
that it would remodel 80% of its stores over a five-year vary over time Second, few studies examine how store- 


period (Merrick 2008) 

Despite the pervasiveness of store remodeling, research 
to date does not provide a sufficient understanding of cus- 
tomer responses to store makeovers Various empirical stud- 
ies document the relationship between the physical store 
environment, or “servicescape” (Bitner 1992), and cus- 


visit characteristics moderate servicescape effects As a 
result, current research falls short in identifying settings in 
which remodeling pays off more For example, the 
(un)planned character of a visit or the presence of compan- 
jons may influence how customers attend to a remodeled 
servicescape Third, current literature focuses exclusively 
on in-store responses to the servicescape However, a com- 
plete evaluation of the remodeling impact on store perfor- 
mance also requires an understanding of whether remodel- 
ing brings more people into the store 1n the first place 
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fic) To this end, we use both survey and transaction data 
from a natural experiment in a fast-food chain that under- 
took a major remodeling project The survey data measure 
cognitions, affect, and behavioral intentions of customers ın 
both a remodeled and a control store, collected at four 
points in time up to one year after the remodeling The 
transaction data include weekly spending and store traffic 
data for the same two stores and cover the same postremod- 
eling period We employ a multiple-indicator, multiple- 
cause (MIMIC) approach to analyze the survey data and 
regression analysis to model the store performance metrics 

We organize the rest of this article as follows First, we 
outline our contributions to extant literature and derive 
hypotheses We then describe our field experiment and data 
collection, discuss our analysis techniques, and present the 
results Finally, we draw conclusions and note some limita- 
tions and opportunities for further research 


Study Contributions 


We define “store remodeling" as the creation of a new ser- 
vicescape that incorporates a substantially different store 
design Thus, in contrast with “store renovation,” which 
involves relatively minor changes ın the servicescape (e g , 
wall repainting), store remodeling typically entails signifi- 
cant changes 1n several servicescape dimensions, including 
ambience, layout, and signage and décor (Bitner 1992) 
Because companies usually carefully select the new charac- 
teristics of the store environment through such means as 
market research or concept tests, our research explicitly 
focuses on remodeling projects that customers perceive as a 
change for the better The question then becomes whether 
such (positively perceived) store makeovers also lead to 
improvements ın managerially relevant measures such as 
perceived service quality or customer spending 

Although no prior studies have explicitly addressed the 
effects of store remodeling, two streams of servicescape 
research examine the relationship between the store envı- 
ronment and customer responses One stream demonstrates 
that consumers respond to changes in individual ser- 
vicescape parameters, including music (e g , Areni and Kim 
1993, Milliman 1982), colors (e g , Crowley 1993), lighting 
(eg, Arem and Kim 1994), and scent (eg , Mattila and 
Wirtz 2001) The other stream investigates consumer 
responses to more abstract store dimensions, such as design 
(e g , Baker et al 2002), ambience (e g , Baker, Grewal, and 
Parasuraman 1994, Sharma and Stafford 2000), or overall 
servicescape perceptions (eg , Hightower, Brady, and 
Baker 2002) Bitner (1992) incorporates many of these rela- 
tionships 1n her theoretical framework, arguing that the ser- 
vicescape serves as a surrogate indicator of intangible ser- 
vice performance and helps consumers form cognitive and 
affective responses and behavioral intentions toward the 
store’s offering (see also Baker, Grewal, and Parasuraman 
1994) 

The context of store remodeling enables us to contribute 
to servicescape literature 1n three ways First, most extant 
studies are cross-sectional and examine differences between 
store environments 1n a static, timeless setting (e g , Baker, 
Grewal, and Parasuraman 1994), without proposing or test- 
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ing any differences between short- and long-term effects 
This approach implicitly suggests that short- and long-term 
effects are the same However, research 1n environmental 
psychology indicates that reactions to a new environment 
are dynamic (e g , Russell and Lanıus 1984) Ignoring the 
time-variant character of servicescape effects may lead to 
inappropriate conclusions For example, if customers’ 
responses to a new store environment wear off over time, 
assessing only the short-term effects may lead to an over- 
statement of the overall ımpact and a suboptimal allocation 
of marketing resources Therefore, we study both short- and 
long-term remodeling effects on cognitive, affective, and 
behavioral 1ntention measures 

Second, precious little research has 1dentified the condi- 
tions that enhance or weaken the role of the servicescape 
An exception 1s Kaltcheva and Weitz's (2006) study, which 
shows that an exciting servicescape increases shopping inten- 
tions for recreational but not for task-oriented store trips, 
suggesting that store visit characteristics may moderate the 
effectiveness of store remodeling In this study, we examine 
remodeling effects for spontaneous versus planned and 
group versus single-customer store visits— characteristics 
that the literature has identified as potential drivers of shop- 
ping behavior (e g , Inman, Winer, and Ferraro 2009, Kahn 
and Schmittlein 1992) For example, previous research has 
suggested that consumers in an “unplanned state” are more 
inclined to include price and promotion information 1n their 
purchase decision (Bucklin and Lattin 1991) Other work 
shows that the influence of companions can increase the 
urge to purchase (Mangleburg, Doney, and Bristol 2004) 
Both moderators involve managerially relevant characteris- 
tics that are relatively easy to observe or measure and have 
discriminant power 1n that they can reveal the situations, 
customers, store locations, or industries for which service- 
scape management 1s especially important For example, 
remodeling the servicescape may work differently for sec- 
tors 1n which store visits are spontaneous (e g , a card and 
gift store) rather than planned (e g , a supermarket) In addi- 
tion, a sandwich shop 1n a city's financial district with a 
high proportion of single visitors may be affected differ- 
ently by remodeling than one ın a shopping area attracting 
groups of consumers 

Third, despite recent calls to 1mprove marketing 
accountability (e g , Lehmann 2004), most servicescape 
research investigates effects on self-reported measures of 
psychological constructs (cognitions, affect, or behavioral 
intentions) and ignores objective store performance Ser- 
vicescape studies that feature objective measures focus 
solely on customers’ 1n-store behavior, such as money spent 
(eg, Arem and Kim 1993, 1994, Milliman 1982) or the 
number of items purchased (Areni and Kim 1993, 1994, 
Spangenberg et al 2006), but they reveal little about the 
effects on customers’ decision to visit the store 1n the first 
place Yet store performance hinges on store-visit decisions 
as well as in-store purchase decisions, and both decision 
types have been identified as critical “approach behaviors” 
toward the servicescape (see Bitner 1992, Mehrabian and 
Russell 1974) Moreover, research indicates that marketing 
instruments tend to affect these behaviors differently, such 
that ignoring one of them may lead to inaccurate manage- 


rial conclusions (e g , Van Heerde, GiJsbrechts, and Pauwels 
2008) In our study context, the essential difference 
between these behaviors 1s that in-store purchase decisions 
occur upon the consumer’s actual exposure to the store 
environment, whereas the decision to visit the store natu- 
rally takes place before arriving ın the servicescape There- 
fore, 1n addition to analyzing cognitive, affective, and 
behavioral 1ntention measures, we compare the effects of 
remodeling on two important store performance metrics 
average spending per customer, which captures in-store 
purchase behavior, and store traffic, which corresponds to 
consumers’ decisions to visit the store Research in other 
marketing domains has used the same metrics to assess 
objective store performance (e g , Van Heerde and Bıjmolt 
2005) 


Hypotheses Development 


Short- and Long-Term Effects on Cognitions, 
Affect, and Behavioral Intentions 


Short-term effects Ample conceptual and empirical 
work suggests that the servicescape can serve as “physical 
evidence" and provide informational cues that help cus- 
tomers develop their beliefs, feelings, and behavioral inten- 
tions toward the store’s offering (e g , Baker et al 2002) An 
appealing store environment (either 1n general or on certain 
dimensions) positively influences cognitive and affective 
responses, such as attitudes, satisfaction, perceived quality 
and value, and store image (Baker, Grewal, and Parasura- 
man 1994) The servicescape also has a positive 1mpact on 
behavioral constructs, such as word-of-mouth communica- 
tion and loyalty (Hightower, Brady, and Baker 2002) 

Although these studies are static, their findings seem 
especially relevant shortly after a store remodeling, when 
many customers are confronted with the new servicescape 
for the first time (Baker et al 2002) The informational 
value of the servicescape 1s indeed highest when people are 
unfamiliar with the store environment (e g , Baker, Grewal, 
and Parasuraman 1994, Baker et al 2002) Novel stimuli 
are more salient (e g , Berlyne 1970) and thus tend to attract 
people's attention and influence their thoughts and feelings 
According to Bitner's (1992) framework, positive cognitive 
and affective responses to the servicescape 1n turn generate 
positive effects on consumers’ behavioral intentions There- 
fore, we expect that cognitions, affect, and behavioral inten- 
tions improve ın the short term after a remodeling 


H, Store remodeling has a positive short-term effect on (a) 
cognitions, (b) affect, and (c) behavioral intentions 


Long-term effects Environmental psychologists warn 
that ignoring the dynamic aspects of people’s responses to 
environmental stimuli will result in an incomplete account 
of environmental effects (eg , Russell and Lamus 1984) 
These researchers refer to adaptation-level theory (Helson 
1964), which posits that a person perceives stimuli only 
relative to an adapted standard Changes in stimuli may 
produce effects, but then the new experiences become ınte- 
grated 1nto the adaptation level and thus become the new 
frame of reference Mehrabian (1995) uses the term “habıt- 


uation" to refer to the phenomenon by which the influence 
of an environment decreases with repeated exposure As a 
result, short-term reactions to environmental stimuli lose 
strength in the long run (Russell and Lanıus 1984) For 
example, job satisfaction and behavioral outcomes peak 
shortly after a job change but then return to an equilibrium 
(termed the “honeymoon-hangover effect”, eg, Boswell, 
Boudreau, and Tichy 2005) Gerontologists describe the 
impact of an environmental change on older people and 
point out that awareness of the new environment decreases 
as familiarity with the new setting increases (e g , Lawton 
1990) 

In line with adaptation-level theory, we expect that cus- 
tomers’ short-term reactions to the remodeled servicescape 
wane in the long run, as they become more familiar with the 
new store environment That 1s, as time goes by, an increas- 
ing number of customers are (repeatedly) exposed to the 
new design and integrate impressions of the new environ- 
ment with their adaptation levels As a result, we expect any 
initial remodeling effects to taper off 


Hz Any short-term impact of store remodeling on (a) cogni- 
tions, (b) affect, and (c) behavioral intentions loses 
strength in the long run 


Moderating Effects of Spontaneous Versus 
Planned and Group Versus Single-Customer 
Visits 

In H; and Hə, we describe the general effects of store 
remodeling across time but ignore the nature of the store 
visit Therefore, we also consider how two specific store 
visit characteristics may lead to upward or downward shifts 
ın customer responses 


Spontaneous versus planned visits Research has shown 
that consumers may rely on shopping scripts that consist of 
predetermined sequences of actions to facilitate the shop- 
ping process (eg , Bower, Black, and Turner 1979) We 
argue that consumers who plan their store visits are more 
likely to rehearse and define their shopping behavior, 
thereby generating or activating shopping scripts (Block 
and Morwitz 1999) In contrast, consumers who do not plan 
their shopping trips are more likely to rely on external 
information and let the store environment shape their pur- 
chase trip For example, consumers who do not contemplate 
their purchases before entering the store are more respon- 
sive to in-store promotions (Bucklin and Lattin 1991) 
similarly, customers on a spontaneous shopping trip should 
be more influenced by a remodeled servicescape than cus- 
tomers who plan their trips 1n advance The argumentation 
holds 1n both the short and long run 


Hz The effects of store remodeling on (a) cognitions, (b) 
affect, and (c) behavioral 1ntentions are greater for sponta- 
neous than for planned trips 


Group versus single-customer visits In general, research 
supports the notion that the presence of companions during 
the shopping or consumption process reinforces consumers’ 
responses (Tombs and McColl-Kennedy 2003) Consump- 
tion in a group often involves an experiential process in 
which consumers interact and exchange opinions These 
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interactions can increase appraisals of and emotional 
responses to the consumption experience (Holt 1995), of 
which the servicescape forms an essential part The pres- 
ence of companions also may prompt consumers to exhibit 
more pronounced behavioral responses, such as in their 
consumption amount (e g , Clendenen, Herman, and Polivy 
1994) or time spent in the store (Sommer and Sommer 
1989) Researchers attribute these enhanced behavioral 
reactions to 1ncreased levels of arousal or conformuty to 
social norms (Tombs and McColl-Kennedy 2003) Sımı- 
Jarly, the presence of companions may strengthen con- 
sumers' behavioral response to a remodeled servicescape 
In summary, we expect customers 1n a group to react more 
favorably to a remodeling than single customers, 1n both the 
short and long run 


H4 The effects of store remodeling on (a) cognitions, (b) 
affect, and (c) behavioral intentions are greater for group 
than for single-customer visits 


Effects on Store Performance: Average Customer 
Spending Versus Store Traffic 


Average customer spending and store traffic correspond to 
two specific approach behaviors purchasing and visiting 
the store (Bitner 1992) As such, they should exhibit 
response patterns similar to those we have described prev1- 
ously (see H, and Hə) Nonetheless, these performance met- 
rics deserve separate attention because customer spending 
is likely to be more sensitive to remodeling than 1s store 
traffic Spending takes place when customers are physically 
present in the store environment and 1s therefore prone to 
the influence of the remodeled servicescape, at least 1n the 
short run Previous research has demonstrated that even 
minor changes in store atmosphere can increase the amount 
spent (e g , Spangenberg et al 2006) Store traffic also might 
benefit from the remodeling (e g , through curiosity visits), 
but for at least two reasons, we expect any such positive 
effect to be modest compared with the impact on spending 
First, the decision to visit a store naturally occurs out- 
side the servicescape and 1s therefore less susceptible to the 
influence of the store environment (Bettman 1979) To 
include the servicescape 1n their store visit decisions, con- 
sumers must draw on their mental representations of the store 
environment (cf Tversky 1981), which arguably are less pow- 
erful than a direct exposure A few studies have shown that 
elements of a store's environment can influence store choice 
(see Pan and Zinkhan 2006) However, most of the literature 
on store choice either 1gnores the role of the servicescape or 
finds ıt overshadowed by the impact of factors such as 
assortment or situational variables (e g , Bell, Ho, and Tang 
1998, Van Kenhove, De Wulf, and Van Waterschoot 1999) 
Second, for some consumers, remodeling may actually 
lead to negative store traffic effects In particular, a store 
remodeling may disrupt consumers’ habitual behaviors and 
lead them to 1dentify and pursue other alternatives (Moe 
and Yang 2009) ! As a result, during the rebuilding, some 
consumers may switch to other stores, a behavior that could 





We thank an anonymous reviewer for pointing out this 
possibility 
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persist after the remodeling has been completed, in the short 
and even the long run 

Thus, although traffic might respond positively to store 
remodeling, we expect any such effects to be lower than the 
spending effects Because we measure the effects on spend- 
ing and traffic as percentage changes, we can explicitly 
compare them 


Hs The percentage impact of store remodeling on store traffic 
is less than its percentage impact on average customer 
spending 


Data and Research Design 


We employ a natural experiment 1n European branches of a 
U S -based fast-food chain In 2006, the chain started a 
major store remodeling effort involving substantial changes 
to the lighting, spatial layout, furnishings, paintings, color 
schemes, and several other factors (see Appendix A) We 
combine multiperiod survey data with weekly store perfor- 
mance data to test our hypotheses The data come from a 
treatment store that was remodeled and a control store 
whose servicescape remained unaltered We use a 
pretest/posttest control group design, as Shadish, Cook, and 
Campbell (2002) suggest, to control for preremodeling dif- 
ferences in the dependent measures between the treatment 
and control stores and accommodate changes across time 
not due to the remodeling 

In view of our hypotheses tests and context, we define 
short-term effects as those that take place within the first 
half-year after the store remodeling and long-term effects as 
those that set 1n thereafter Sloot, Fok, and Verhoef (2006) 
use the same definition for their research on assortment 
reductions in the detergent category, which features similar 
purchase cycles 2 


Store Selection 


To avoid confounding effects, we match the treatment and 
control stores carefully on several criteria First, both stores 
are situated along major traffic arteries 1n commercial strips 
with big-box retailers Second, households within a ten- 
minute driving distance are similarly distributed across 
Experian's global lifestyle and sociodemographic segments, 
and the cities ın which the restaurants are located have sımı- 
lar population sizes and unemployment rates Third, compe- 
tition from other fast-food chains 1n the vicinity 1s similar 
for both restaurants Within a 15-mile radius, there is no 
competition from other major fast-food chains Fourth, both 
stores use the same price setting and have the same product 
offering Fifth, the two stores are managed ın a similar way 

They both (1) operate under the same (strict) standard oper- 
ating procedures, (2) receive similar scores from mystery 
shopper visits and company inspectors, and (3) have com- 
parable management turnovers Sixth, to account for other 
characteristics that we could not observe directly, we chose 


2The average resident in the studied market visits this fast-food 
chain almost 11 times per year ACNielsen data indicate that the 
detergent category has similar purchase frequencies (approxi- 
mately nine times per year) The definition of short-term and long- 
term may differ in other settings 


stores with comparable sales fluctuations during the prere- 
modeling period Even after deseasonalization, the correlation 
coefficient of the stores’ weekly sales still amounted to 82 
Remodeling took about three weeks (during which the 
store remained open) and did not entail confounding 
changes 1n other marketing mix elements or affect seating 
capacity Post hoc checks also 1ndicate that after the remod- 
eling, the socioeconomic and business environments of both 
stores remained similar For example, in both cities competi- 
tion remained stable, and unemployment followed the same 
slightly decreasing pattern during our observation period 


Survey Data 


We use survey data to test the cross-time effects on cogni- 
tions, affect, and behavioral intentions (H, and Hə), as well 
as the moderating impacts of spontaneous versus planned 
and group versus single-customer visits (Hz and HA) 
Specifically, we conducted surveys with 2997 customer 
respondents at four points 1n time 2 months before the 
remodeling (Wave 1 599 respondents ın the treatment store 
and 93 ın the control store), right after the remodeling 
(Wave 2 782 and 100 respondents, respectively), 5 months 
after the remodeling (Wave 3 677 and 103 respondents, 
respectively), and 12 months after the remodeling (Wave 4 
421 and 222 respondents, respectively) 3 In line with our 
definition of short term and long term, Waves 2 and 3 rep- 
resent the short-term effects, and Wave 4 captures the long- 
term effects Each data collection period lasted a week to 
ensure that we covered different days of the week and dif- 
ferent times of the day Within a given time window, 
respondents were selected through convenience sampling 
All interviewers received the same instructions regarding 
when to hand out questionnaires, how to address potential 
questions, and when to collect completed questionnaires 
Customers filled out the questionnaires after they had eaten 
in the restaurant and experienced the environment Every 
respondent received a voucher for a free menu item as a 
token of appreciation Nonresponse rates were similar in 
both stores, with an average of 24 3% 1n the treatment store 
and 26 5% in the control store 

We selected the measures included ın our questionnaire 
on the basis of a review of current servicescape research 
Though nonexhaustive, our nine constructs cover cognitive, 
affective, and behavioral aspects that have direct manage- 
ral relevance To measure these constructs, we adapted 
existing multiple-item scales (see Appendix B) We 
included (1) three cognitive constructs perceived value 
(Cronin et al 1997), perceived service quality (Hightower, 
Brady, and Baker 2002), and store image (Graeff 1996), (2) 
three affective constructs overall satisfaction (Bitner and 
Hubbert 1994), encounter satisfaction (Bitner and Hubbert 
1994), and attitude (Day and Stafford 1997, Muehling, 





?The samples are smaller in the control store, at the company’s 
request Hancock, Lawrence, and Nevitt (2000) show that unbal- 
anced samples do not 1ncrease the Type I error rate if the samples 
have the same measurement model A comparison of constrained 
and unconstrained multigroup confirmatory factor analyses indi- 
cates that this 1s the case for our data Details are available on 
request 


Laczniak, and Stoltman 1991), and (3) three behavioral 
intentions loyalty (McMullan 2005, Zeithaml, Berry, and 
Parasuraman 1996), desire to stay (Hightower, Brady, and 
Baker 2002, Wakefield and Blodgett 1996), and word-of- 
mouth communication (McGregor 2006, Reichheld 2003, 
Zeithaml, Berry, and Parasuraman 1996) We do not include 
purchase or store-visit intentions because these responses 
are captured by our store performance data (see the follow- 
ing subsection) With the exception of the store image and 
attitude items, for which we use five-point semantic differ- 
ential scales, items are measured on five-point Likert scales 
Two bilingual natives translated the original instruments 
into the local language and back into English indepen- 
dently We adjusted the translated 1tems to resolve the few 
conflicts between the original and back-translated versions 

To investigate the moderating role of the type of store 
visit, we included two questions to determine whether the 
respondent’s store visit was planned or spontaneous and 
whether he or she came alone or with a group Following 
other servicescape research (e g , Areni and Kim 1993), we 
also added categorical control variables for gender and age 
(younger than 29, 30-39, 40-49, 50—59, and older than 60 
years) 

We evaluate the psychometric quality of our scales with 
a confirmatory factor analysis (CFA) of the pooled survey 
data, using maximum likelihood estimation (see Appendix 
B) We drop one item of the original store image scale and 
allow for nonzero error correlations within the loyalty and 
word-of-mouth scales, because the chain-related items from 
those scales have common variance that they do not share 
with the store-related items (or vice versa), we freely esti- 
mate the error correlations of the two chain-related loyalty 
items, the two chain-related word-of-mouth items, and the 
two store-related word-of-mouth items The chi-square sta- 
tistic for the final CFA model 1s significant, but the compar- 
ative fit index (CFI), Tucker-Lewis index (TLD, normed fit 
index (NFI), and root mean square error of approximation 
(RMSEA) all suggest good model fit (X2(213) = 1747 54, p< 
01, CFI = 98, TLI = 97, NFI = 97, and RMSEA = 055, 
eg, Browne and Cudeck 1993) Furthermore, the coeffi- 
cient alpha values and Spearman-Brown corrected correla- 
tions reveal acceptable scale reliabilities Finally, we estab- 
lish discriminant validity on the basis of a significant 
decrease 1n model fit when we set any of the construct cor- 
relations to 1 (Anderson and Gerbing 1988) 


Store Performance Data 


We supplement our survey data with customer spending and 
store traffic 1nformation for both the treatment and control 
stores Specifically, we study the weekly average transac- 
tion amount and the weekly number of transactions This 
information enables us to shed further light on the remodel- 
ing effects over time (H; and Hə) and compare the effects 
on customers' decision to spend and their decision to visit 
the store (Hs) The data cover a time period from approxi- 
mately 8 months before to 13 months after the remodeling, 
or 92 weeks 1n total Although a single transaction may 
involve meals sold to different consumers (e g , families), 
we consider the number of transactions an indicator of store 
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traffic and the average transaction amount a measure of 
average customer spending 


Manipulation Check of Servicescape Perceptions 


A premise of our research 1s that the remodeling involves a 
change for the better In other words, a servicescape can be 
modified ın many ways, but we assume the remodeling 
company carefully selected servicescape characteristics that 
optimize the appeal of the store environment To test 
whether servicescape perceptions truly increase after the 
remodeling, our survey also featured a 13-ıtem battery to 
measure respondents’ perceptions of the store environment 
(see Appendix C) These items match previous servicescape 
literature (Bitner 1992, Hightower, Brady, and Baker 2002) 
and pertain to Bitner’s (1992) ambient, layout/functionality, 
and signs/symbols/artifacts dimensions, as well as Baker, 
Grewal, and Parasuraman’s (1994) ambient and design 
dimensions 

For this manipulation check, we employ a two-way 
multivariate analysis of covariance (MANCOVA), in which 
store (treatment/control) and wave (1/2/3/4) serve as the 
factors and gender, age, and the two store visit characteris- 
tics (spontaneous/planned and group/single customer) rep- 
resent the covariates ^ The overall interaction effect 
between store and wave 1s highly significant (Wilks’ A= 
895, F(39, 8031 6) = 7 830, p < 001, partial n? = 04), 
which implies that respondents’ perceptions of the treat- 
ment store follow a significantly different pattern over time 
compared with the control store perceptions The individual 
interaction coefficients (Appendix C) 1ndicate that, with the 
exception of in-store lighting, all items show significant (p « 
05) 1mprovements 1n the remodeled store, 1n both the short 
(Waves 2 or 3) and long (Wave 4) run ? Thus, the remodeling 
undertaken improves customer perceptions of the service- 
scape overall 


Analyses 


Analysis Survey Data 


We use a MIMIC approach to analyze the survey data Such 
models are common 1n situations 1n. which a set of back- 





4Note that our perceived servicescape scale 1s formative. With- 
out reflective measures, the perceived servicescape construct 
would remain unidentified in a structural equation modeling 
analysis Therefore, we employ MANCOVA, using the individual 
items as separate dependent variables while allowing for corre- 
lated errors (Thompson and Green 2006) An analysis of covari- 
ance of the summed item scores leads to the same conclusion— 
namely, that perceptions 1ncrease significantly (p « 05) after the 
remodeling 

5In the new store design, the light intensity automatically 
adjusts to account for outside weather conditions, which may have 
Jed to 1nconsistent perceptions and, thus, insignificant differences 
between the two store designs Therefore, we ran an online survey 
and randomly assigned 104 respondents to view pictures of either 
the new or the old store design under normal weather conditions 
These respondents completed a multi-1tem perception scale similar 
to that in our main study All perceptions, including those regard- 
ing lighting, were significantly higher (p < 05) for the new than 
the old store design Details are available on request 


76 / Journal of Marketing, September 2011 


ground variables (causes) affect one or more latent con- 
structs, as measured by a set of outcome variables (1ndica- 
tors) (Joreskog and Goldberger 1975) In our MIMIC 
model, the 1ndicators are 1tems that measure the cognitive 
and affective responses and behavioral intentions The 
causes are the same for all nine dependent constructs and 
involve (interactions among) the following variables 


STOREI = 1 for observations made ın the treatment 
store and 0 otherwise, 

WAVE2, WAVE3, and WAVE4 = 1 for observations 
made during the second, third, and fourth wave, respec- 
tively, and O otherwise, 

SPONT = 1 for spontaneous visits and 0 otherwise, 
GROUP = 1 for group visits and 0 otherwise, 
GENDER = 1 for female and 0 for male respondents, 
and 

AGE2, AGE3, AGE4, and AGES = 1 if the respondent 
belongs to the second (30—39 years), third (40—49 
years), fourth (50—59 years), or fifth (60 years and 
older) age bracket and O 1f otherwise 


In addition to the main effects of these variables, we 
include specific interaction effects to model the phenome- 
non of interest First, the interactions STORE] x WAVEw 
measure the remodeling effects 1n wave w (w — 2,3, 4) rela- 
tive to the first (1e, preremodeling) wave These interac- 
tions capture the extent to which the differences between 
the response measures of the treatment and control stores 
before the remodeling change 1n the postremodeling waves 
Second, the interactions STORE1 x WAVEw x SPONT and 
STORE1 x WAVEw x GROUP represent the incremental 
remodeling effects in wave w (w = 2, 3, 4) when we con- 
sider a spontaneous versus planned visit or group versus 
single-customer visit, respectively In these interactions, we 
mean-center SPONT and GROUP to ensure the coefficients 
of the STORE x WAVE interaction terms can be interpreted 
as average effects across consumers 9 


Analysis of Store Performance Data 


We model average customer spending and store traffic as 
exponential functions of their explanatory variables 


(1) AS, = explo, + X4, x 6 + f(t) + 1, x k(t) + €t], and 


(2) ST, = exp[B, + Xe x 9 + g(t) + İç x m(t) + vl, 
where 


AS, = average customer spending (in euros) in 
restaurant1in week t (1 = 1,2,t-2 1,2, , 
92), 

ST, = store traffic (1e , number of transactions) in 
restaurant 1 ın week t, 





6Our MIMIC analysis bears some resemblance to multivariate 
analysis of variance (MANOVA), which can also assess shifts in 
multivariate measures However, 1n comparison with MANOVA, a 
MIMIC model accounts for the measurement error of the response 
items and leads to lower Type II errors (cf Hancock, Lawrence, 
and Nevitt 2000) 


X, =a row vector of control dummy variables 
indicating promotions, public holidays, 
school vacations, and the construction 
period for remodeling the store (during 
which 1t remained open), 

I, = an indicator equal to 1 1f restaurant 1 1s the 
remodeled restaurant and week t 1s a 
postremodeling week, and 0 otherwise, 

f(t) and g(t) = functions capturing baseline fluctuations in 
AS, and ST, respectively The parameters 
of these functions must be estimated, 

k(t) and m(t)=functions capturing the incremental 
changes in AS, and ST,,, respectively, due 
to the remodeling The parameters of these 
functions must be estimated, 

o, and D, = store-specific intercepts to be estimated, 
ô and = vectors of response coefficients to be esti- 
mated, and 
€t and Vy = normally distributed error terms 


In an exponential model, the estimated parameters have 
relative meaning, that is, they should be interpreted as per- 
centage changes relative to the restaurant’s baseline (Sloot, 
Fok, and Verhoef 2006) Thus, the functions f(t) and g(t) 
capture percentage changes over time in AS, and ST,, 
respectively, and are common to both the treatment and the 
control restaurant, k(t) and m(t) instead are unique to the 
treatment store and refer to the incremental percentage 
changes in the weeks after the remodeling The challenge 
when modeling the time functions f, g, k, and m consists of 
selecting a sufficiently flexible form without overweighting 
the deviant observations To this end, we opted for polyno- 
mial functions whose degree depends on model fit 7 In our 
estimations, sixth-degree polynomials lead to the highest 
adjusted R-square, so we express the impact of the store 
redesign r weeks after the remodeling as follows 


(3) ag +a; Xr+aXr?+ aş TÖ, 


where ap, aj, az, , ag are the estimated parameters that 
determine the shape of the polynomial 

Because we can linearize Equations 1 and 2 by taking 
the natural logarithm and because the functions f, g, k, and 
m are linear in the parameters, we can estimate our model 
with generalized least squares In particular, we employ 
Parks's (1967) method, which corrects for autocorrelation, 
heteroskedasticity, and contemporaneous correlation among 
the four data series (1e , average spending and store traffic 
for two stores) 


Results 


Short- and Long-Term Effects on Cognitions, 
Affect, and Behavioral Intentions 


We estimate our MIMIC model with maximum likelihood 
Although the chi-square statistic 1s significant (x2(516) = 


7We also estimate more flexible time functions, namely, cubic 
Spline functions (Sloot, Fok, and Verhoef 2006), but these models 
merely confirm the patterns we find with our more parsimonious 
polynomial functions 


3405 58, p « 01), the CFI ( 97), TLI ( 94), NFI ( 96), and 
RMSEA ( 049) indicate good conformance of the data with 
the model (Browne and Cudeck 1993) 8 To save space, we 
report only the estimated coefficients of the interaction 
terms, which capture the mechanisms of interest, the results 
for the main effects and measurement model are available 
on request In Table 1, we present the coefficients of the 
STORE! x WAVE2, STOREI x WAVE3, and STOREI x 
WAVE4 interaction terms These coefficients capture the 
over-time remodeling effects for the average consumer, 
because the store visit characteristics are mean-centered 


Short-term effects All three behavioral intention mea- 
sures (loyalty, desire to stay, and word-of-mouth communi- 
cation) and two cognitive measures (perceived value and 
store image) have significantly positive effects in the sec- 
ond and/or third wave (p < 05) These results support H4, 
and Hic and reinforce Baker et al ’s (2002) and Bitner’s 
(1992) claims that consumers use the remodeled ser- 
vicescape as a cue to form beliefs about the store and the 
product offering and adjust their behavior accordingly 
However, we find only partial support for H,, because the 
cognitive measure of perceived service quality remains 
unaffected Furthermore, Hj, 1s not supported because the 
interaction coefficients for the three affective measures 
(overall satisfaction, encounter satisfaction, and attitude) 
are nonsignificant In summary, on average, customers’ 
reactions to the remodeled store environment are cognitive 
and behavioral rather than affective We elaborate on these 
findings 1n the “Discussion” section 


Long-term effects As we show 1n Table 1, we find sup- 
port for Hj, and H», ın that the cognitive and behavioral 
response measures that increase in the short run lose 
strength 1n the long run (fourth wave) The affective mea- 
sures (see Həp), which do not react ın the short run, do not 
show significant effects 1n the long run either 

While most measures have no long-term remodeling 
effect (p > 10), store 1mage and desire to stay do not com- 
pletely return to their baseline levels by the end of the 
observation period (p « 01) Nonetheless, our results lend 
credence to the application of adaptation-level theory to ser- 
vicescape changes That 1s, customers’ initial responses 
taper off as the remodeled store becomes the new frame of 
reference 

Although our main interest 1s 1n the total short- and 
long-term remodeling effects on our response measures, we 
also ran a model 1n which, 1n line with Bitner’s (1992) con- 
ceptual framework, the cognitive and affective reactions are 
antecedents of intentions The short- and long-term remod- 





8To validate the assumption of measurement invariance across 
the eight subgroups in our sample —an assumption that 1s intrinsic 
to a MIMIC analysis— we run a series of multigroup CFAs with 
increasingly restrictive between-group equality constraints The 
results indicate that the assumption of measurement invariance 1s 
not problematic in our data set (Thompson and Green 2006) Fur- 
thermore, we test for differential item functioning (DIF) by run- 
ning a model that accommodates direct relationships between all 
items and the “grouping” dummy variables We set these paths to 
zero and inspect the modification indexes and expected parameter 
changes The data do not exhibit systematic DIF 
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TABLE 1 
Effects of Remodeling on Affective, Cognitive, and Behavioral Intention Measures 


Estimated Interaction Coefficients (STORE x WAVE) 
2228050———5—————— 








Short Term Long Term 
Response Measure 2nd Wave 3rd Wave 4th Wave Graph 
Cognitive Responses 
Perceived value 210 280* — 014 pone. 
Perceived service quality 082 — 151 — 011 T 
Store image 588*** 815 506” Pul 
Affective Responses 
Overall satisfaction — 004 118 001 —.. 
Encounter satısfactıon — 089 181 — 056 > 
Attıtude 009 — 011 — 027 LL 
Behavioral Intentions 
Loyalty 315* 381* 063 1. 
Desire to stay 409*** 695*** 409" Pbi 
Word of mouth 213 321*** 151 .—. se 


*p < 05 (one-sided, we conduct one-sided tests for directional hypotheses) 


**p < 01 (two-sided) 
***p 01 (one-sided) 


aThese coefficients capture the extent to which the difference in cognition, affect, or behavioral intentions between the treatment and the con- 
trol stores increases (+) or decreases (—) compared with the period before the remodeling For example, a coefficient of 210 in Wave 2 indi- 
cates that the difference in response between the treatment and control store increases by 210 compared with Wave 1 

Notes Model fit 2(516) = 3405 58, p< 01, CFI = 97, TLI = 94, NFI = 96, and RMSEA = 049 


eling effects are identical to those obtained with our MIMIC 
model, but the Sobel test indicates that the effects on desire 
to stay and word-of-mouth communication are partially 
mediated by store image (p < 01) This additional test pro- 
vides some support for the notion that consumers use the 
environment to form beliefs about the store, which 1n turn 
affect their behavioral intentions 


Moderating Effects of Spontaneous Versus 
Planned and Group Versus Single-Customer 
Visits 

We report the coefficients of the three-way interaction 
terms, STORE1 x WAVEw x SPONT and STOREI x 
WAVEw x GROUP (v = 2,3, 4), ın Table 2 These coeffi- 
cients capture the differences 1n remodeling effectiveness 
between spontaneous and planned trips and between group 
and single-customer visits, respectively 


Spontaneous versus planned visits In line with H3, ç, 
consumers on a spontaneous visit tend to respond more 
positively to the store remodeling than consumers who 
planned their visit 1n advance The relevant interaction 
coefficients (first three columns 1n Table 2) are consistently 
positive, and we find significant effects at the cognitive, 
affective, and behavioral levels Relative to planned visits, 
spontaneous visits lead to significantly greater effects 1n the 
short run (Waves 2 or 3) on the cognitive measure of per- 
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ceived value (p « 05) and two behavioral intention mea- 
sures, desire to stay (p « 05) and word-of-mouth communı- 
cation (p « 01) These differential effects persist 1n the long 
run (p « 01) Spontaneous visits also trigger significantly 
greater affective responses 1n terms of overall satisfaction 
and attitude, but only 1n the short run (p « 05) In summary, 
our results support the 1dea that spontaneous customers rely 
less on scripts and instead use environmental cues Our 
finding of mainly short-term effects 1s ın line with Iyer 
(1989), who argues that consumers rely even more on exter- 
nal cues when they have limited knowledge of the store 
environment In our case, this 1s especially true right after 
the remodeling 


Group versus single-customer visits The results provide 
some evidence that, consistent with Hy, ., customers ına 
group respond more positively to the remodeling than 
single customers The significant interaction coefficients 
(last three columns of Table 2) indicate that group visits 
tend to induce greater short-term effects on overall satisfac- 
tion and desire to stay and greater long-term effects on per- 
ceived service quality, overall satisfaction, attitude, and 
word-of-mouth communication (p < 05) The prevalence of 
long-term effects indicates that the impact of remodeling 
tends to be more persistent ın time for customers ın groups 
However, we find an unexpectedly significant, negative 
effect (p « 05) on perceived value shortly after the remod- 


TABLE 2 
Moderating Effects of Spontaneous Versus Planned and Group Versus Single-Customer Visits 


Estimated Three-Way Interaction Coefficients 
(STORE x WAVE x STORE VISIT CHARACTERISTIC)a 


Spontaneous (Versus Planned) 





Response Measure 2nd Wave 3rd Wave 


Group (Versus Single Customer) 





—————— ———————M—————MM——  —— ——————— 


Cognitive Responses 


Perceived value 178 292* 

Perceived service quality 032 191 

Store image 070 042 
Affective Responses 

Overall satisfaction 204* 211” 

Encounter satısfactıon 015 204 

Attıtude 227" 276“ 
Behavioral Intentions 

Loyalty 177 098 

Desire to stay 364* 524*** 

Word of mouth 457** 55577% 


4th Wave 2nd Wave 3rd Wave 4th Wave 
441** — 442* 111 542 
213 041 185 568” 
061 042 072 072 
152 240 324" 465“ 
170 172 — 093 660 
038 065 121 603” 
230 — 196 112 675 
627*** —017 390* 548 
476** — 187 240 697* 


“p< 05 (all tests are one-sided because they pertain to directional hypotheses) 


“p< 01 
***p « 001 


aThese coefficients capture the extent to which the remodeling effects increase (+) or decrease (—) in the switch from a planned to a sponta- 
neous trip and from a single-customer to a group visit For example, the coefficient of. 524 in the second column for desire to stay indicates 
that, in Wave 3, the desire to stay score was 524 higher for spontaneous trips than for planned trips 

Notes Model fit 42(516) = 3405 58, p< 01, CFI = 97, TLI = 94, NFI = 96, and RMSEA = 049 


eling Compared with single customers, visitors 1n. groups 
appear to rely less on the servicescape for their assessments 
of the value of the store's offering, possibly because they 
would rather consult their companions (Mangleburg, 
Doney, and Bristol 2004) 


Effects on Store Performance 


In Table 3, we summarize the estimation results for Equa- 
tions 1 (average customer spending) and 2 (store traffic) In 
the interest of space, we exclude the results for the store 


intercepts and the baseline functions f(t) and g(t) Although 
Table 3 includes the effects of promotions, holidays, vaca- 
tions, and the construction period (which all make intuitive 
sense), we focus on the remodeling effects We provide esti- 
mated function values of k(t) and m(t) for specific 
postremodeling weeks However, a complete assessment of 
the remodeling effects requires plotting the entire functions 

Therefore, 1n Figure 1, we depict the estimated functions 
k(t) and m(t), along with a 9596 confidence band for the 55 
weeks after the remodeling As we indicated previously, the 


TABLE 3 
Effects on Average Customer Spending and Store Traffic 


—_—_O ———. rey 








Average Customer Spending Store Traffic 
Parameter Estimatea (SE) Estimatea (SE) 
Remodelıng Effects 
2nd postremodeling week — 002 ( 014) — 003 ( 031) 
10th postremodeling week 037** ( 010) —014 ( 017) 
18th postremodeling week 036** ( 010) — 032 ( 017) 
26th postremodeling week 002 ( 009) — 027 ( 016) 
34th postremodeling week — 007 ( 009) — 026 ( 016) 
42nd postremodeling week 007 ( 010) — 053* (017) 
50th postremodeling week — 000 ( 011) — 078** ( 020) 
Control Variables 
Construction period 002 ( 015) — 155** ( 024) 
Promotion 032** ( 005) 048** ( 009) 
Public holiday 024** ( 006) 020 ( 011) 
School vacation 009 ( 009) — 031 ( 016) 


Adjusted R? 


*p « 05 (all tests are two-sided) 
**p « 001 


999 


aBecause the dependent variables are in log form, the parameter estimates can be interpreted as percentage changes ın average customer 


Spending or store traffic 
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function values of k(t) and m(t) can be interpreted as per- 
centage changes in average spending and store traffic, 
respectively We find that the changes 1n average customer 
spending and store traffic are remarkably different 

For average customer spending (Figure 1, Panel A), we 
observe a significant short-term increase that disappears 1n 
the long run, 1n line with the response pattern hypothesized 
in H, and H, Specifically, average customer spending 
increases significantly (p < 05) between Weeks 7 and 22 
after the remodeling, by a maximum of 4 4% ın Week 14 
Indeed, between Weeks 7 and 22, 0 does not fall within the 
confidence interval However, in the long run (starting six 
months after the remodeling, approximately Week 27), 
average spending per customer returns to the baseline, and 
the observed effects are no longer significant, ın line with 
adaptation-level theory Overall, the trajectory of spending 
effects 1s similar to the patterns of our cognitive and behav- 
ioral intention measures, which suggests that these mea- 
sures are useful predictors of customers' actual in-store 
behavior 

Store traffic exhibits a substantially different pattern 
(Figure 1, Panel B) In contrast with average spending, store 
traffic does not change significantly ın the short run Unex- 
pectedly, ıt even declines in the long run, resulting ın a sig- 
nificant dip ın Weeks 37-54 Although store traffic recovers 
again toward the end of our observation period, these 
results offer an 1mportant warning for companies that plan 
to use remodeling to improve their store patronage A possi- 
ble explanation 1s that the store remodeling triggered persis- 
tent negative effects as some customers switched to other 
stores during the remodeling and continued this behavior 
afterward Alternatively, the remodeling might have elicited 
reactance against the new servicescape among consumers 
who felt deprived of their freedom to visit their familiar 
store (Brehm and Brehm 1981) In the short run, these 
negative effects might have been compensated for by posı- 
tive curiosity effects 1n other customer segments, such that 
the negative 1mpact only emerges 1n the long run 

The results for store traffic are not ın line with H4 and 
H, but support our expectation that the remodeling effect on 
store traffic 1s lower than that on average spending (Hs) 
One-sided t-tests indicate that from Week 8 to Week 26 and 
from Week 37 to Week 54, the difference between the per- 
centage 1mpact on store traffic and that on average spending 
1s significant (p « 05)? 


Validation 


One crucial finding of our analyses is that short-term 
remodeling effects wear off over time, in line with adapta- 
tion-level theory To validate this result, we (1) analyze 
revenue data from 18 stores, (2) conduct a laboratory study, 
and (3) gather qualitative insights 


Revenue analysis We analyze weekly revenue data 
from 18 restaurants (1ncluding the two stores of our main 


9Because in each week the difference between spending and 
store traffic effects 1s a linear combination of the estimated 
parameters of the polynomials, we can derive the difference's 
standard error from the varıance—covarıance matrix of those 
parameters und use this standard error ın the t-test 
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FIGURE 1 
Effects of Remodeling on Store Performance 





A: Effects of Store Remodeling on Average Customer 
Spending 
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C: Validation: Effects of Store Remodeling on Revenue 
(18 stores) 
6% — Estimated change 
596 9596 confidence bounds 


4% 
3% 
2% 
1% 
0% 
—196 
—2% 
-3% 


Percentage Change in Sales 





0 5 10 15 20 25 30 35 40 45 50 55 
Postremodeling Weeks 





study), covering the same 92 weeks as the data ın our main 
study Of the 18 restaurants, 6 were remodeled For each 
remodeled store, we include 2 control stores to obtain reli- 
able estimates of the baseline revenue (Shadish, Cook, and 
Campbell 2002) To select these control stores, we use the 
same matching criteria (post hoc) used ın our main study 
We model revenue as an exponential function, identical to 
the functional forms of AS, and ST), ın Equations 1 and 2 
As we did previously, we control for the effects of promo- 
tons, vacations, holidays, and the remodeling period, 
include store-specific intercepts, and accommodate the 
dynamic effects with sixth-degree polynomial time func- 
tions (which resulted in the highest adjusted R-square) We 
include six baseline polynomials, one for each treatment 
restaurant and its two contro] stores, to capture revenue 
fluctuations not due to the remodeling Finally, we add a 
polynomial to assess incremental changes as a result of the 
remodeling, pooled across the six treatment stores 

To save space, we do not report store intercepts, base- 
line patterns, or the effects of the control variables In Fig- 
ure 1, Panel C, we portray the estimated remodeling effects, 
along with a 9596 confidence band for up to 56 weeks after 
the remodeling 19 Revenue significantly increases by 
296—396 (p < 05) during the first 20 weeks but then returns 
to its normal level, lending extra support to the relevance of 
adaptation-level theory for the context of servicescape 
remodeling 


Lab study To validate the adaptation mechanism more 
explicitly, we conducted a computer-based lab study com- 
parable to the study by Russell and Lanius (1984), who also 
examine environmental adaptation-level effects One hun- 
dred ninety-seven student respondents watched a two- 
minute video clip of a visit to the remodeled store that pro- 
vided a realistic impression of the new store design After 
watching the clip, respondents completed a five-point 
single-item scale that measured their general impression of 
the store environment In addition, they provided sociode- 
mographic information and indicated whether they usually 
visit a restaurant with a new (n = 91) or old (n = 106) store 
design In an analysis of covariance 1n which we control for 
gender (all students belong to the same age category), we 
find that respondents rate the remodeled design shown ın 
the video clip significantly higher (p « 01) when they usu- 
ally visit a store with the old, as opposed to the new, design 
That 1s, people who are already familiar with the new store 
environment use a higher standard to evaluate the new envı- 
ronment because they 1ntegrate their prior experience with 
the new servicescape into their adaptation level 


Qualitative insights To further substantiate the adapta- 
tion-level rationale, we collected spontaneous reactions to 
the remodeled servicescape from 91 students who partici- 
pated 1n a computer-based lab study Respondents first saw 


19These results rely on observations for all six remodeled 
restaurants Any estimated effects after the 56th week only pertain 
to two restaurants for which a longer postremodeling time span 
was available because these restaurants were remodeled earlier 1n 
the observation period These effects are somewhat more erratic 
but not significant 


a slide show of the new store design and then wrote down 
their thoughts and perceptions of the store environment, 
provided sociodemographic information, and indicated 
whether they usually visit a restaurant from this chain with 
the new (n = 43) or old (n = 48) store design Three inde- 
pendent coders content-analyzed and classified the 
responses The results indicate 644 pairwise agreements out 
of a total of 801 possible, resulting ın an interyudge agree- 
ment of 80 The proportional reduction 1n loss reliability 
measure 1s greater than 97, which leaves us fairly confident 
about our judges’ classification 

Table 4 presents the counts and percentages for response 
categories mentioned by more than 5% of the respondents 
While several associations with the remodeled store are 
mentioned by both new-store and old-store visitors (eg, 
“modern/trendy,” “clean,” “child-friendly,” “fast food"), we 
observe notable differences Respondents who usually visit 
a remodeled store mention “standard,” "familiar," “typical,” 
“recognizable,” or “normal” much more often than respon- 
dents who usually visit a nonremodeled store In addition, 
new-store visitors typically refer to “design” ın general, 
while old-store visitors emphasize the newness of the 
design and are much more likely to find the new design 
modern or trendy Thus, 1n general, respondents' unaided 
thoughts support the adaptation-level explanation 


Discussion 


Main Findings and Theoretical Implications 


In this study, we used a natural experiment ın a fast-food 
chain to investigate the effects of store remodeling on cus- 
tomers’ cognitions, affect, and behavioral intentions and on 
actual store performance Our findings, which we summa- 
nize in Table 5, contribute to servicescape literature in at 
least three ways First, whereas prior literature has not 
addressed the temporal effects of changes in the ser- 


TABLE 4 
Respondents’ Unaided Thoughts in Reaction to 
the Remodeled Servicescape 


Category Count % 
Evaluation by Respondents Who Usually 
Visit Stores with the Old Design 
Modern/trendy 35 73 
New interior design 22 46 
Clean 13 27 
For children/child-friendly 12 25 
More of a restaurant and not fast food 10 21 
Fat/unheaithy food/low quality 8 17 
Fast food 7 15 
Evaluation by Respondents Who Usually 
Visit Stores with the New Design 
Modern/trendy 24 56 
Design 22 o 51 
Clean 19 44 
Standard/familiar/typical/recognizable/normal 13 30 
Nice environment/nice atmosphere 12 28 
Fast food 11 26 
Colors, colorful 10 23 
For children/child-friendly 9 21 
ee ccn 


The Effects of a Remodeled Servicescape / 81 


TABLE 5 
Summary of the Main Findings 


Short- versus long-term effects (H4 and Hə) 


“Store remodeling has a short-term impact on cognitive (perceived 


value, store image) and behavioral measures (loyalty, desire to 
stay, word-of-mouth), but not on affective measures 


-Short-term remodeling effects lose strength in the long run, in line 
with adaptation-level theory 


Moderating effects (Hg and H4) 


Spontaneous visits tend to lead to greater remodeling effects than 


planned visits, especially in the short run (e g , perceived value, 
overall satisfaction, word-of-mouth communication) 


«Customers ın a group tend to respond more positively to a store 
remodeling than single customers, especially in the long run (eg, 
perceived service quality, overall satisfaction, word-of-mouth 
communication) 


Effects on customer spending versus store traffic (Hz) 


*The remodeling effect on store traffic is less than that on average 


spending 
“In line with H4 and Hə, average spending increases in the short run 
but returns to the baseline in the long run 


“Store traffic does not change in the short run and even shows a dip 
in the long run 


OO 


vicescape, we disentangle the short- and long-term effects 
of store remodeling and present adaptation-level theory as 
an important theoretical concept for studying changes ın the 
servicescape over time Most of our short-term results provide 
real-life validation of previous laboratory experiments that 
reveal consumers’ positive reactions to an attractive store 
environment (e g , Baker, Grewal, and Parasuraman 1994) 
For example, we observe positive short-term effects on cogni- 
tive measures, such as store 1mage, and behavioral intentions, 
such as word-of-mouth communication However, 1n line 
with adaptation-level theory, the positive short-term effects 
tend to lose strength in the long run (1e , after six months) 
as the remodeled store becomes the new frame of reference 

Second, our research 1s one of only a few studies that 
shed light on the interaction between servicescape effects 
and store visit characteristics Our results indicate that cus- 
tomers who visit the store spontaneously are typically more 
receptive to the influence of the remodeling than are cus- 
tomers who planned their visit Furthermore, customers 
who visit 1n groups tend to respond more favorably to the 
remodeled servicescape than single customers do Previous 
work has found contagion effects between employees and 
customers (e g , Hennig-Thurau et al 2006), our findings 
suggest that similar mechanisms may exist among cus- 
tomers 1n the context of a remodeled servicescape 

Third, servicescape research traditionally has investi- 
gated consumer responses upon exposure to the store envi- 
ronment, but this singular reliance on in-store reactions may 
generate an incomplete picture of the likely effects on store 
performance We observe that customer spending, which 
occurs ın the store, exhibits a response pattern similar to 
those of most of our survey measures It increases shortly 
after the remodeling and returns to the baseline in the long 
run In contrast, store traffic 1s less prone to the influence of 
the servicescape because the decision to visit the store natu- 
rally occurs outside the store Store traffic remains unaf- 
fected by a remodeled servicescape in the short run and 
even indicates a negative effect in the long run Perhaps the 
remodeling period interrupts habitual behaviors and makes 
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some people identify and switch to other stores Alterna- 
tively, remodeling may trigger reactance effects among cer- 
tain consumers who deliberately stay away In any case, this 
finding warrants further research 

Finally, beyond these three main contributions, two 
additional findings deserve attention First, though tapering 
over tıme, the remodeling impact on store 1mage and desire 
to stay remains significant in the long run Both constructs 
are likely to benefit directly from the improvements ın store 
perception, which, as shown 1n our manipulation test, 
remain significant across time Similarly, our qualitative 
study (see Table 4) suggests that even consumers who are 
already familiar with the remodeled store (and therefore 
describe the new servicescape as “standard,” “typical,” and 
so forth) still appreciate the nice environment" and refer to 
it as “modern” and “trendy ” 

Second, the affective responses of the average customer 
(overall satisfaction, encounter satisfaction, and attitude) 
remained unaffected by a store remodeling 1n both the short 
and long run These findings could indicate that satisfaction 
and attitude depend more on the entire consumption experi- 
ence to which other variables (e g , product characteristics) 
contribute to a greater extent than the servicescape (Szy- 
manski and Henard 2001) Another plausible explanation 
may be that the new servicescape improved the dining 
experience but also raised expectations (see Sharma and 
Stafford 2000) In an expectation-disconfirmation frame- 
work, satisfaction and attitude would stay at their prere- 
modeling levels, because expected and experienced perfor- 
mance increased to the same extent (cf Bıtner 1992) Thus, 
although customer satisfaction 1s often used as a proxy for 
store performance, 1t cannot always tell the entire story 


Managerial Implications 


General implications for marketing and store man- 
agers At least 1n the short run (1e , within six months after 
a remodeling), managers can use store remodeling to 
improve store image and value perceptions Remodeling 
also may induce behavioral responses, such as longer store 


visits, increased spending, greater loyalty, and more word- 
of-mouth communication However, our findings entail sev- 
eral caveats for managers considering a remodeling of their 
servicescapes First, we warn against a myopic approach to 
store remodeling If firms fail to realize that customer reac- 
tions lose strength 1n the long run, they may overstate the 
total impact of the remodeling Therefore, companies 
should thoroughly investigate possible remodeling effects 
over time before rolling out new store designs However, 
techniques that consider only short-term effects appear 
popular in practice For example, Office Depot used secret 
laboratory stores to develop and evaluate its Millennium 2 
store concept, admitting that *only time will tell how suc- 
cessful these efforts will be in the eye of the customer" (Jef- 
fries and Eisenberg 2005) The personal computer manufac- 
turer Gateway pilot-tested its new store design in mid-2003 
and then completed the remodeling of all its stores just 
three months later (Goliath 2003) Our findings indicate 
that 1t 15 more appropriate to assess performance 1n one or 
more pilot stores for a relatively long period In our focal 
industry, fast-food restaurants, an observation period of 
approximately one year seems warranted 

Second, our results imply that the impact of remodeling 
may vary across industries Remodeling may lead to greater 
effects in retail sectors in which store visits tend to be rather 
spontaneous, such as card and gift stores, compared with 
sectors in which planned visits prevail, such as supermar- 
kets In addition, remodeling may be more rewarding for 
industries in which customers often are part of a group, 
such as cafés, but less so for industries 1n which customers 
come alone, such as cybercafés In a similar vein, our 
results indicate that not all stores ın a chain will benefit 
equally from remodeling For example, a chain of coffee- 
houses rolling out a new store design may give priority to a 
Main Street store that attracts small parties of consumers 
who spontaneously interrupt their shopping trips for a coffee 
break rather than to a store that caters to commuters who 
pick up their regular morning coffee on their way to work 

Third, although customers spend more shortly after a 
store makeover, store traffic might not increase Therefore, 
companies should apply other marketing tactics to stimulate 
consumers to come in and, once exposed to the new ser- 
vicescape, spend more money This finding creates an inter- 
esting trade-off Providing incentives to visit the store, such 
as coupons, lures consumers into the store but also causes 
them to plan their visit (Kahn and Schmuttlein 1992), which 
may decrease the 1mpact of the servicescape In this respect, 
mass advertising may be more appropriate because it 
Increases store awareness without necessarily affecting the 
nature of store visits 


Implications for franchisor-franchisee relationships In 
the fast-food and many other service 1ndustries, franchise 
chains represent the largest share of total sales (Michael 
1999) As we show, our results also have 1mplications for 
the relationships between franchisor and franchisees 
Specifically, the interests of these two parties 1n the remod- 
eling may not align perfectly, which 1s consequential for the 
allocation of remodeling costs 


For the franchisor, who receives royalties on the fran- 
chisees’ gross revenues, positive remodeling effects on store 
revenues generate extra proceeds We find that store revenues 
increase by up to 3% 1n the first months after the remodeling 
For the treatment store 1n our main study, which has close- 
to-average baseline revenues, the percentage effects trans- 
late into a cumulative revenue increase of approximately 
€28,000 For a chain of some thousand stores and a typical 
royalty of 10% (Michael 1999), the incremental income 
thus would represent a few million euros Other benefits for 
the franchisor cannot be expressed directly in terms of reve- 
nues For example, the chain might use store remodeling to 
boost 1mage 1n the short and long run Indeed, we find that 
the initial 1mpact on store image, though ıt tapers off, 
remains significant in the long run Such improvements ın 
store image may help franchisors solidify their position ın 
the market and generate financial payoffs 1n the very long 
run (for which our analysis does not account) A significant 
remodeling also could be an 1mportant signal to sharehold- 
ers that underscores the company's commitment to cus- 
tomer relevance, which may lead to increased stock prices 

In contrast, franchisees seek to maximize the profits of 
their individual stores and want to recoup any investment 
within a reasonable amount of time (Gogoi, Arndt, and 
Moiduddin 2006) To evaluate the gains from remodeling, 
franchisees consider both incremental store revenues and 
savings 1n maintenance costs (e g , chair replacement, wall 
redecoration) For example, in addition to a revenue 
increase of €28,000, the treatment store in our main study 
realized annual maintenance savings of about €4,000, at least 
in the first few years after the store redesign If we assume a 
food cost of 25% (common for this business) and ignore dıs- 
counting, the gross return on a five-year basis would be (1 — 
25) x €28,000 + 5 x €4,000 = €41,000 In this way, 1ndi- 
vidual franchisees can derive their maximum willingness to 
contribute to the remodeling effort Because absolute 
remodeling effects depend on the store's baseline revenues, 
this willingness to contribute will vary greatly across stores 

Thus, we recommend careful and store-specific alloca- 
tions of remodeling costs For the remodeling program we 
studied, franchisees shouldered the lion’s share of the costs, 
typically a multiple of the estimated increases 1n store profits 
If the franchisor wants to speed up the rollout of the remod- 
eled servicescape, it could identify costs that it can shift to 
the franchisee while ensuring there 1s a clear incentive for 
the franchisee to implement the new design Moreover, the 
franchisor should make franchisees aware of effects that are 
more difficult to quantify, such as the long-term 1mplications 
for store image Remodeling also can have a positive impact 
on employee behavior, leading to greater productivity and 
lower turnover (see Parish, Berry, and Lam 2008), or 1t may 
serve as an entry deterrent that lowers the expected profits 
of a rival firm considering entry into the market 


Limitations and Further Research 


Because this work represents a first study of the effects of a 
remodeled servicescape, ample opportunity remains for fur- 
ther research First, field experiments have their own lımıta- 
tions, the most important being that it 1s not possible to con- 
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trol all factors Although we carefully selected the stores 
and tried to avoid extraneous influences, we cannot com- 
pletely rule out confounding effects of the environment 
Furthermore, a field experiment involves only one specific 
setting For the sake of generalizability, studies should exam- 
ine whether our findings hold for other remodeling projects, 
and in contexts other than fast-food restaurants The impact of 
store remodeling may be more persistent 1n fashion-oriented 
or upscale stores or 1n industries 1n which the servicescape 
forms the core of the service offering (e g , hotels) 

Second, although the results of our lab studies and quali- 
tative analysis support the adaptation-level rationale, there 
may be other reasons for the waning remodeling effects For 
example, the positive remodeling effects may diminish over 
time as the new store design loses its initial cleanliness 
Further research might validate this and other explanations 

Third, researchers might examine interactions between 
store remodeling and other variables Additional work 
could investigate whether remodeling effectiveness 1s mod- 
erated by other marketing interventions, such as altered 
product offerings or advertising It may also be worthwhile 
to ınclude other store visit characteristics Research might 
explicitly distinguish between hedonic and task-oriented 
store visits (Kaltcheva and Weitz 2006), particularly to 
investigate the extent to which these motivations drive the 


observed differences for spontaneous versus planned and 
group versus single-customer visits 

Fourth, although we assess remodeling effects at differ- 
ent levels (cognitive, affective, and behavioral), another 
model could explicitly distinguish consecutive decision 
stages (e g , awareness, consideration, trial, consumption, 
and postconsumption evaluation) and measure remodeling 
effects on each Such an analysis could add conceptual and 
managerial insights For example, if the impact on consid- 
eration appears greater, marketing efforts should focus on 
converting this increased consideration into trial 

Fifth, researchers could decompose store traffic and 
revenue effects to clarify the underlying mechanisms For 
store traffic, 1t would be helpful to decompose the effects in 
changes 1n visit frequencies and changes in the size of the 
customer base To this end, researchers could obtain aver- 
age visit frequencies from customer respondents and com- 
pare the frequency distributions between stores and across 
time Store traffic effects that cannot be attributed to 
changes 1n visit frequencies would be due to an expansion 
of the customer base As for revenue, panel data would 
enable researchers to track 1ndividual customers over time 
and split the effects 1nto revenues generated by new cus- 
tomers (after remodeling) and those from existing cus- 
tomers (see Sloot, Fok, and Verhoef 2006) 


APPENDIX A 
Examples of Changes in Studied Servicescape 


Servicescape 


After 


0:4 ——————————————————- 


The new interior servicescape has a contemporary, 
warm lighting scheme including dimmed lights and 
spots to highlight paintings, the entrance to the 
restrooms, and special constructions like a pillar in 
the middle of the restaurant Better, clearer light is 
used in the counter area and for the menu displays, 
and shutters in front of five windows create a cozier 
atmosphere 


Characteristic Before 
Ambience 
Lighting Lighting before included sterile, bright, neon lights 
Color The walls inside were white, the chairs were a 
schemes beech color The tables were grayish blue, the 


ceiling was white, and the floor was a speckled off- 
white The outside walls were white and had three 
blue stripes and blue skirting The roof was red 


Space/Functionality 


Layout The old store consisted of one large room and a 
children’s corner Tables were set apart by wooden 
flower boxes 

Furnishing The previous furniture included traditional chairs 


and bench seats 


Signs, Symbols, and Artifacts 


Paintings The old design featured white walls with wainscots 
on the lower part The walls also contained a few 
abstract and lighthouse paintings that had no 
relation to the store or the color schemes 
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The walls are now dark brown and gray, the chairs 
auburn, gray, off-white, and ocher The tables are 
now yellow and dark brown, the ceiling is gray, and 
the floor has a light terracotta color, some parts of 
the floor are highlighted in gray and yellow The 
outside walls are now orange, the roof is gray, and 
the fence is silver 


In the new design, the store is divided into distinct 
zones such as the "flexible" zone for everyone or the 
"grab and go" zone that features tall counters with 
bar stools for customers who eat alone 


In the new design, there are a variety of seating 
options, including higher benches, chairs, bar stools, 
and cantilever chairs Instead of wooden chairs and 
cloth, the new servicescape furniture features leather 
seats and stainless steel 


The new paintings assimilate the same colors as the 
rest of the store (yellow, gray, brown, red) The paint- 
Ings display famous landmarks or landscape shots in 
an abstract way 


APPENDIX B 
Results of CFA 


5050060 77——“————---—— 
Standardized 


Response Measures Factor Loadings* 


Cognitive Responses 
Perceived Value (Cronin et al 1997) (SB corrected r= 78, CR = 76) 


1 offers good service for the price 77 
2 makes me feel that | am getting my money's worth 81 
Perceived Service Quality (Hightower, Brady, and Baker 2002) (SB corrected r = 76, CR = 76) 
1 Overall, ! have received high quality service at 76 
2 Generally, the service provided at IS excellent 81 
Store Image (Graeff 1996) (a = 68, CR = 71) 
How would you describe the image of this restaurant? 
1 Modern/old-fashioned (reversed) 37 
2 Dull/interesting 57 
3 Unsophisticated/sophisticated 81 
4 Economical/extravagant 68 


Affective Responses 
Overall Satisfaction (Bitner and Hubbert 1994) (SB corrected r = 64, CR = 62) 


1 Based on all my own experiences, | am satisfied with 'S services 70 
2 Compared to other fast-food restaurants | have been to, | am satisfied with 65 
Encounter Satisfaction (Bitner and Hubbert 1994) (SB corrected r = 91, CR = 92) 
1 I feel delighted about my service experience today 93 
2 | am satisfied with today's service experience 91 
Attitude (Day and Stafford 1997, Muehling, Laczniak, and Stoltman 1991) (SB corrected r= 83, 
CH = 83) 
How would you describe your general feelings toward ? 
1 Good/bad (reversed) 83 
2 Positive/negative (reversed) 81 
3 Favorable/unfavorable (reversed) 72 


Behavioral Intentions 
Loyalty (McMullan 2005, Zeithaml, Berry, and Parasuraman 1996) (o: = 75, CR = 80) 


1 | consider myself a loyal customer of this restaurant 78 
2 1 consider as my first choice when selecting fast-food 53 
3 | consider myself a loyal customer of in general 85 


Desire to Stay (Hightower, Brady, and Baker 2002, Wakefield and Blodgett 1996)(SB corrected 
r= 83, CR = 82) 
1 l enjoy spending time at this 85 
2 [like to stay in this restaurant 82 
Word-of-Mouth Communication (McGregor 2006, Reichheld 2003, Zeithaml, Berry, and 
Parasuraman 1996) (o: = 87, CR = 84) 





1 lam likely to say positive things about this restaurant to other people 75 
2 | am likely to recommend this restaurant to a friend or colleague 74 
3 lam likely to say positive things about in general to other people 79 
4 | am likely to encourage friends and relatives to eat at 74 


“All (free) loadings are significant at the p < 001 level (two-sided) 
Notes SB corrected r = Spearman-Brown corrected correlation, and CR = composite reliability Model fit x2(213) = 1747 54, p< 01, CFI = 98, 
TLI = 97, NFI = 97, and RMSEA = 055 


APPENDIX C 
Results of MANCOVA: Impact of Remodeling on Servicescape Perceptions 


Estimated Interaction Coefficients (STORE x WAVE)a@ 





Short Term Long Term 
Servicescape Perception 2nd Wave 3rd Wave 4th Wave 
In general, the environment pleases me 1 297*** 1 864*** 1 457*** 
The external appearance 1s welcoming 730*** 1 247*** 846*** 
The interior design is contemporary 1 121*** 1 680*** 1 358*** 
The furniture inside the restaurant appeals to me 1 281*** 1 913*** 1 512*** 
The furniture outside the restaurant is appealing 387* 841*** 516** 
The physical facilities are comfortable 1 206*** 1 581*** 1 134*** 
The restaurant has more than enough space for 670*** 834*** 678*** 

me to feel comfortable 

| like the interior layout of this restaurant 681*** 911*** 614*** 
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APPENDIX C 
Continued 


Estimated Interaction Coefficients (STORE x WAVE): 


Servicescape Perception 


The wall decorations are fashionable 
The atmosphere is warm 

The lighting is comfortable 

The colors of the exterior are pleasing 
The colors of the interior are pleasing 


*p « 05 (all tests are two-sided) 
**p « 01 
p< 001 








Short Term Long Term 
2nd Wave 3rd Wave 4th Wave 
920*** 947*** 837'** 
359* 474** 922*** 
119 223 195 
281 752*** 403* 
858*** 1 1 Yİ” 861 Kik 


aThese coefficients capture the extent to which the difference in perceptions between the treatment and control store increases (+) or 
decreases (-) compared with the wave before the remodeling For example, a coefficient of 1 297 in Wave 2 indicates that the difference in 
perception between the treatment and control store increases by 1 297 compared with Wave 1 


Notes Wilks’ A = 895, F(39, 8031 6) = 7 830, p< 001, partial N2 = 04 


——— ———  ——— —— — — — — —————S 


REFERENCES 

Anderson, James C and David W Gerbing (1988), "Structural 
Equation Modeling in Practice A Review and Recommended 
Two-Step Approach,” Psychological Bulletin, 103 (3), 411-23 

Arenı, Charles S and David Kim (1993), “The Influence of Back- 
ground Music on Shopping Behavior Classical Versus Top- 
Forty Music in a Wine Store,” Advances in Consumer 
Research, Vol 20, Leigh McAlister and Michael L Rothschild, 
eds Provo, UT Association for Consumer Research, 336-40 

and (1994), *The Influence of In-Store Lighting on 
Consumers’ Examination of Merchandise ın a Wine Store,” 
International Journal of Research in Marketing, 11 (2), 1 17-25 

Baker, Jule, Dhruv Grewal, and A Parasuraman (1994), “The 
Influence of Store Environment on Quality Inferences and 
Store Image,” Journal of the Academy of Marketing Science, 
22 (4), 328-39 

—...A Parasuraman, Dhruv Grewal, and Glenn B Voss (2002), 
“The Influence of Multiple Store Environment Cues on Per- 
ceived Merchandise Value and Patronage Intentions,” Journal 
of Marketing, 66 (April), 120-41 

Bell, David R , Teck-Hua Ho, and Christopher S Tang (1998), 
"Determining Where to Shop Fixed and Variable Costs of 
Shopping," Journal of Marketing Research, 35 (August), 
352—69 

Berlyne, Daniel E (1970), “Novelty, Complexity, and Hedonic 
Value,” Perception & Psychophysics, 8 (5), 279-86 

Bettman, James R (1979), An Information Processing Theory of 
Consumer Choice Reading, MA Addison-Wesley 

Bitner, Mary Jo (1992), “Servıcescapes The Impact of Physical 
Surroundings on Customers and Employees,” Journal of Mar- 
keting, 56 (April), 57-71 

and Amy R Hubbert (1994), “Encounter Satisfaction Ver- 
sus Overall Satisfaction Versus Quality,” in Service Quality 
New Directions in Theory and Practice, Roland T Rust and 
Richard L Oliver, eds New York Sage Publications, 72-94 

Block, Lauren G and Vicki G Morwitz (1999), “Shopping Lists 
as an External Memory Aid for Grocery Shopping Influences 
on List Writing and List Fulfillment,” Journal of Consumer 
Psychology, 8 (4), 343-75 

Boswell, Wendy R , John W Boudreau, and Jan Tichy (2005), 
“The Relationship Between Employee Job Change and Job 
Satisfaction The Honeymoon-Hangover Effect,” Journal of 
Applied Psychology, 90 (5), 882-92 

Bower, Gordon H , John B Black, and Terrence J Turner (1979), 
“Scripts in Memory for Text,” Cognitive Psychology, 11 (2), 
177—220 











86 / Journal of Marketing, September 2011 


Brehm, Sharon S and Jack Williams Brehm (1981), Psychological 
Reactance A Theory of Freedom and Control New York Aca- 
demic Press 

Browne, Michael W and Robert Cudeck (1993), “Alternative 
Ways of Assessing Model Fit,” in Testing Structural Equation 
Models, Kenneth E Bollen and J Scott Long, eds Newbury 
Park, CA Sage Publications, 136-62 

Bucklin, Randolph E and James M Lattin (1991), “A Two-State 
Model of Purchase Incidence and Brand Choice,” Marketing 
Science, 10 (1), 24-39 

Clendenen, Vanessa I, C Peter Herman, and Janet Polivy (1994), 
“Social Facilitation of Eating Among Friends and Strangers,” 
Appetite, 23 (1), 1-13 

Cronin, J Joseph, Jr, Michael K Brady, Richard R Brand, 
Roscoe Hightower Jr, and Donald J Shemwell (1997), “A 
Cross-Sectional Test of the Effect and Conceptualization of 
Service Value,” Journal of Services Marketing, 11 (6), 375-91 

Crowley, Ayn E (1993), “The Two-Dimensional Impact of Color 
on Shopping,” Marketing Letters, 4 (1), 59-69 

Day, Ellen and Marla Royne Stafford (1997), “Age-Related Cues 
in Retail Services Advertising Their Effect on Younger Con- 
sumers,” Journal of Retailing, 73 (2), 211-33 

Gogol, Pallavi, Michael Arndt, and Abed Moiduddin (2006), 
“Mickey D’s McMakeover,” BusinessWeek, (May 15), 42-43 

Goliath (2003), “Gateway Reports 2003 Second Quarter Results,” 
PR Newswire, (accessed April 29, 2010), [available at http // 
goliath ecnext com/coms2/gı 0199-2986384/Gateway- 
Reports-2003-Second-Quarter html] 

Graeff, Timothy R (1996), “Image Congruence Effects on Product 
Evaluations The Role of Self-Monitoring and Public/Private 
Consumption,” Psychology & Marketing, 13 (5), 481-99 

Hancock, Gregory R , Frank R Lawrence, and Tonathan Nevitt 
(2000), “Type I Error and Power of Latent Mean Methods and 
MANOVA ın Factorially Invariant and Noninvariant Latent 
Variable Systems,” Structural Equation Modeling,7 (4), 534-56 

Helson, Harry (1964), Adaptation Level Theory New York 
Harper & Row 

Hennig-Thurau, Thorsten, Markus Groth, Michael Paul, and 
Dwayne D Gremler (2006), “Are All Smiles Created Equal? 
How Emotional Contagion and Emotional Labor Affect Ser- 
vice Relationships,” Journal of Marketing, 70 (July), 58-73 

Hightower, Roscoe, Michael K Brady, and Thomas L Baker 
(2002), “Investigating the Role of the Physical Environment in 
Hedonic Service Consumption An Exploratory Study of Sport- 
ing Events,” Journal of Business Research, 55 (9), 697-707 


Holt, Douglas B (1995), “How Consumers Consume A Typology 
of Consumption Practices,” Journal of Consumer Research, 22 
(1), 1-16 

Inman, Jeffrey J , Russell S Winer, and Rosellina Ferraro (2009), 
“The Interplay Among Category Characteristics, Customer 
Characteristics, and Customer Activities on In-Store Decision 
Making,” Journal of Marketing, 73 (September), 19-29 

Iyer, Easwar S (1989), “Unplanned Purchasing Knowledge of 
Shopping Environment and Time Pressure,” Journal of Retail- 
ing, 65 (1), 40-57 

Jeffries, Joe and Jay Eisenberg (2005), *M2 A New Concept in 
Retail," (accessed April 29, 2010), [available at http //web 
archive org/web/20050216145733/http //mediarelations office- 
depot cc/M2/overview asp] 

Joreskog, Karl G and Arthur S Goldberger (1975), “Estimation of 
a Model with Multiple Indicators and Multiple Causes of a 
Single Latent Variable," Journal of the American Statistical 
Association, 70 (351), 631—39 

Kahn, Barbara E and David C Schmittlein (1992), “The Relation- 
ship Between Purchases Made on Promotion and Shopping 
Trip Behavior,” Journal of Retailing, 68 (3), 204—315 

Kaltcheva, Velitchka D and Barton A Weitz (2006), “When 
Should a Retailer Create an Exciting Store Environment?” 
Journal of Marketing, 70 (January), 107-118 

Lawton, M Powell (1990), “Residential Environment and Self- 
Directedness Among Older People,” American Psychologist, 
45 (5), 638—40 

Lehmann, Donald R (2004), “Metrics for Making Marketing Mat- 
ter," Journal of Marketing, 68 (October), 73—75 

Mangleburg, Tamara F, Patricia M Doney, and Terry Bristol 
(2004), "Shopping with Friends and Teens' Susceptibihty to 
Peer Influence,” Journal of Retailing, 80 (2), 101-116 

Mattila, Anna S and Jochen Wirtz (2001), “Congruency of Scent 
and Music as a Driver of In-Store Evaluations and Behavior,” 
Journal of Retailing, 77 (2), 273-89 

McGregor, Jena (2006), “Would You Recommend Us?” Business- 
Week, (January 30), 94-95 

McMullan, Rosalind (2005), "A Multiple-Item Scale for Measur- 
ing Customer Loyalty Development," Journal of Services Mar- 
keting, 19 (7), 470—81 

Mehrabian, Albert (1995), "Theory and Evidence Bearing on a 
Scale of Trait Arousability," Current Psychology, 14 (1), 3-28 

and James A Russell (1974), An Approach to Environmen- 
tal Psychology Cambridge, MA Massachusetts Institute of 
Technology 

Merrick, Amy (2008), “Victoria’s Secret We’re Too Sexy,” The 
Wall Street Journal, (March 3), (accessed April 1, 2009), 
[available at http //articles moneycentral msn com/Investing/ 
Extra/VictoriasSecretBoss WereTooSexy aspx] 

Michael, Steven C (1999), “Do Franchised Chains Advertise 
Enough?" Journal of Retailing, 75 (4), 461-78 

Milliman, Ronald E (1982), “Using Background Music to Affect 
the Behavior of Supermarket Shoppers,” Journal of Marketing, 
46 (July), 86-91 

Moe, Wendy W and Sha Yang (2009), “Inertial Disruption The 
Impact of a New Competitive Entrant on Online Consumer 
Search," Journal of Marketing , 73 (January), 109-121 

Muehling, Darrel D , Russell N Lacznıak, and Jeffrey J Stoltman 
(1991), "The Moderating Effects of Ad Message Involvement 
A Reassessment,” Journal of Advertising Research, 20 (2), 
29-38 

Nation's Restaurant News (2003), “NRN Taps Four as 2003 Suc- 
cessful Settings Award Winners— News,” Nation's Restaurant 
News, 37 (34), 8 





Pan, Yue and George M Zinkhan (2006), “Determinants of Retail 
Patronage A Meta-Analytical Perspective,” Journal of Retail- 
ing, 82 (3), 229-43 

Parish, Janet Turner, Leonard L Berry, and Shun Yin Lam (2008), 
“The Effect of the Servicescape on Service Workers,” Journal 
of Service Research, 10 (3), 220-38 

Parks, Richard W (1967), “Efficient Estimation of a System of 
Regression Equations when Disturbances Are Both Serially 
and Contemporaneously Correlated,” Journal of the American 
Statistical Association, 62 (318), 500—509 

Reichheld, Frederick F (2003), “The One Number You Need to 
Grow,” Harvard Business Review, 81 (12), 46-54 

Russell, James A and Ulrich F Lanius (1984), “Adaptation Level 
and the Affective Appraisal of Environments,” Journal of Envi- 
ronmental Psychology, 4 (2), 119-35 

Shadish, William R , Thomas D Cook, and Donald T Campbell 
(2002), Experimental and Quası-Experimental Designs, 2d ed 
Boston Houghton Mifflin 

Sharma, Arun and Thomas F Stafford (2000), “The Effect of 
Retail Atmospherics on Customers' Perceptions of Salespeople 
and Customer Persuasion An Empirical Investigation,” Jour- 
nal of Business Research, 49 (2), 183-91 

Sloot, Laurens M , Dennis Fok, and Peter C Verhoef (2006), “The 
Short- and Long-Term Impact of an Assortment Reduction on 
Category Sales,” Journal of Marketing Research, 43 (Novem- 
ber), 536-48 

Sommer, Robert and Barbara A Sommer (1989), “Social Facılıta- 
tion Effects 1n Coffeehouses,” Environment & Behavior, 21 
(6), 651-66 

Spangenberg, Eric R , David E Sprott, Bianca Grohmann, and 
Daniel L Tracy (2006), “Gender-Congruent Ambient Scent 
Influences on Approach and Avoidance Behaviors in a Retail 
Store,” Journal of Business Research, 59 (12), 1281-87 

Szymanski, David M and David H Henard (2001), “Customer 
Satisfaction A Meta-Analysis of the Empirical Evidence,” 
Journal of the Academy of Marketing Science, 29 (1), 16-35 

Thompson, Marilyn S and Samuel B Green (2006), “Evaluating 
Between-Group Differences ın Latent Variable Means,” ın 
Structural Equation Modeling A Second Course, Gregory R 
Hancock and Ralph O Mueller, eds Greenwich, CT Informa- 
tion Age Publishing, 119-69 

Tombs, Alastair and Janet R McColl-Kennedy (2003), “Social- 
Servicescape Conceptual Model,” Marketing Theory, 3 (4), 
447-75 

Tversky, Barbara (1981), “Distortions in Memory for Maps,” Cog- 
nitive Psychology, 13 (3), 407-433 

Van Heerde, Harald and Tammo HA Biymolt (2005), “Decom- 
posing the Promotional Revenue Bump for Loyalty Program 
Members Versus Nonmembers,” Journal of Marketing 
Research, 42 (October), 443-57 

, Els Gijsbrechts, and Koen Pauwels (2008), Winners and 
Losers 1n a Major Price War,” Journal of Marketing Research, 
45 (October), 499-518 

Van Kenhove, Patrick, Kristof de Wulf, and Walter van Water- 
schoot (1999), “The Impact of Task Definition on Store- 
Attribute Salience and Store Choice,” Journal of Retailing, 75 
(1), 125-37 

Wakefield, Kirk L and Jeffrey G Blodgett (1996), “The Effect of 
the Servicescape on Customer’s Behavioral Intentions in 
Leisure Service Settings,” Journal of Services Marketing, 10 
(6), 45-61 

Zeithaml, Valarie A , Leonard L Berry, and A Parasuraman 
(1996), “The Behavioral Consequences of Service Quality,” 
Journal of Marketing, 60 (May), 31—46 





The Effects of a Remodeled Servicescape / 87 


Sundar G. Bharadwaj, Kapil R. Tuli, & Andre Bonfrer 


The Impact of Brand Quality on 
Shareholder Wealth 


This study examines the impact of brand quality on three components of shareholder wealth stock returns, 
systematic risk, and idiosyncratic risk The study finds that brand quality enhances shareholder wealth insofar as 
unanticipated changes in brand quality are positively associated with stock returns and negatively related to 
changes ın Idiosyncratic risk However, unanticipated changes in brand quality can also erode shareholder wealth 
because they have a positive association with changes in systematic risk The study introduces a contingency 
theory view to the marketing-finance interface by analyzing the moderating role of two factors that are widely 
followed by investors The results show an unanticipated increase (decrease) in current-period earnings enhances 
(depletes) the positive impact of unanticipated changes in brand quality on stock returns and mitigates (enhances) 
their deleterious effects on changes in systematic risk. Similarly, brand quality is more valuable for firms facing 
Increasing competition (1e, unanticipated decreases in industry concentration) The results are robust to 
endogeneity concerns and across alternative models The authors conclude by discussing the nuanced implications 
of their findings for shareholder wealth, reporting brand quality to investors, and its use In employee evaluation 


Keywords brand quality, stock returns, Idiosyncratic risk, systematic risk, earnings, industry concentration, marketing— 
finance interface 





erceived brand quality represents consumers' view of brand quality on shareholder wealth, as reflected 1n stock 
D how well a brand meets their requirements and expec- returns and the systematic and idiosyncratic risk of stock 
tations (Mitra and Golder 2006) Firms devote signifi- returns 
cant resources to quality improvement programs and staff While extant literature examines the impact of brand 
training (Rust, Zahonk, and Keiningham 1995) and volun- quality on stock returns, it 1s relatively silent about its 
tarily provide quality information (Guo and Zhao 2009) to impact on the systematic and idiosyncratic risk of stock 
improve consumer perceptions of brand quality ! Managers returns (see Table 1) For example, while Mizik and Jacob- 
are also likely to align their pricing and advertising strategy son (2004) examine the effects of brand quality on stock 
(e g , charge higher prices and place advertisements 1n high- returns, they do not study its impact on risk More recently, 
quality media vehicles) to increase brand quality (see also Mizik and Jacobson (2008) examine the impact of a related 
Kopalle and Lehmann 2006) Senior managers also discuss construct, brand esteem, on stock returns, but again they do 
brand quality with investors For example, recently, the not study its impact on risk. Directly related to risk, Rego, 
executive vice president of Target Inc identified 1mprove- Billet, and Morgan (2009) find that consumer-based brand 
ments 1n brand quality as the reason for better performance equity 1s associated with lower systematic and 1diosyncratic 
(Earnings Conference Call, November 17, 2009) Given its nsk 
managerial importance, 1t 1s vital to understand the effect of Brand quality 1s conceptually distinct from both brand 
esteem and consumer-based brand equity Brand quality 1s 
IFor ease of exposition, we use “brand quality" ın place of “per- an important but distinct dimension of brand esteem, lead- 
ceived brand quality” from this point onward ership, regard, and reliability are others (Mizik and Jacob- 


son 2008) Similarly, brand quality ıs conceptually distinct 
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TABLE 1 


The Impact of Brand Quality and Related Constructs on Shareholder Wealth 


———————————————————————Á RR E EE 
Components of Shareholder Wealth 


Construct 
Study Examined Stock Returns 
Aaker and Jacobson Brand quality Significant, 
(1994) positive effect 
Mizik and Jacobson Brand quality Significant, 
(2004) positive effect 
Mizik and Jacobson Brand esteem Effect is not 
(2008)a sıgnıfıcant 


Consumer-based Not examıned 


brand equlty 
Brand quality 


Rego, Billet, and 
Morgan (2009)b 


Current study Significant, 


positive effect 


Not examined 

Not examined 

Not examined 
Significant, 


negative effect 


Significant, 
positive effect 


Systematic Risk Idiosyncratic Risk 


Not examined 

Not examined 

Not examined 
Significant, 


negative effect 


Significant, 
negative effect 


Moderators 
identified 


Not examined 
Not examined 
Not examined 
Not examined 


Unanticipated 
changes in current- 


period earnings and 
industry concentration 


8-7, —“——“—————— —“— ————  ———.—””, 

aMızık and Jacobson (2008) also examine the impact of other brand attributes, such as differentiation, relevance, knowledge, and energy on 
stock returns 

bRego, Billet, and Morgan (2009) examine the impact of consumer-based brand equity on different components of stock returns risk Consumer- 
based brand equity is a higher-order construct comprising multiple dimensions, namely, quality, awareness, distinctiveness, and purchase 
intentions 


TABLE 2 
Outcomes of Brand Quality 





Study 


Brand Quality and Consumer Choice 
Steenkamp, Batra, and Alden (2003) 


Erdem, Swait, and Valenzuela (2006) 


Key Finding 


Perceived brand quality is positively related to purchase likelihood 

Across seven countries, perceived brand quality has a strong positive impact on 
consumer intentions to purchase a brand 

Perceived brand quality is a strong determinant of whether a brand Is even ın 
the consideration set of the customer 


Swait and Erdem (2007) 


Brand Quality and Price 
Dhar and Hoch (1997) 


Randall, Ulrich, and Reibstein (1998) 
Sullivan (1998) 


Consumers price sensitivity matters less for high-quality brands 
Perceived brand quality allows a brand to command significant price premiums 


Consumers pay higher prices for high-quality brands even though the production 
platform of the car might be the same 

Perceived brand quality is positively related to price and frequent price cuts 
lower perceived brand quality 

Higher perceived brand quality yields greater long-term profitability from 
consumer loyalty This is because over the long run, loyal consumers will pay 
more for the higher-quality brands 


Erdem, Keane, and Sun (2008) 


Dubé et al (2008) 


Brand Quality and Marketing Initiatives 
Allenby and Rossi (1991) 


Sivakumar and Raj (1997) 


Price promotions are more effective for high-quality brands 


Brands with high perceived quality derive greater benefits from price promotions 
in terms of consumer decision to purchase from a category and the choice of 
brand within the category 

Brands with higher perceived quality are less affected by increases in prices 
Consumers' perceptions of brand quality influence their evaluations of a firm's 
marketing actions Specifically, the higher the perceived brand quality, the 
greater is the effectiveness of marketing actions 

Price promotions are more beneficial for firms with higher perceived brand 
quality 

New product introductions are more valued by stock markets for products with 
higher perceived quality 


Boulding, Kalra, and Staelin (1999) 


Shaffer and Zhang (2002) 
Srinivasan et al. (2009) 


Brand Quality and Firm Performance 


Aaker and Jacobson (1994) Changes in perceived brand quality are positively related to stock returns 
Changes in perceived brand quality are positively related to stock returns 


Mizik and Jacobson (2004) 
Balachander and Stock (2009) High-quality brands are likely to yield higher profits by offering limited-edition 
products 
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because while an asset might increase stock returns, it could 
also increase the risk of stock returns (e g , Osinga et al 
2011, Tuzel 2010) As the global financial crises of 2008 
demonstrate, investors and managers that judge perfor- 
mance only 1n terms of stock returns are likely to place 
more resources than warranted ın risky opportunities and 
apply misguided performance evaluations (Markowitz 
1952, 1959) Accordingly, the current study has two objec- 
tives and seeks to make the following contributions 

First, we jointly examine the impact of “unanticipated 
changes" in brand quality on both stock returns and the 
changes 1n the systematic and the idiosyncratic risk of stock 
returns. Unanticipated changes 1n brand quality refer to the 
changes ın brand quality that investors did not expect ? The 
focus on unanticipated changes 1s consistent with the effi- 
cient market hypothesis that investors react only to new 
(unanticipated) information and all other information 1s 
already reflected 1n the current stock price (see Mizik and 
Jacobson 2004) 

We test our hypotheses using a stock response model 
and a difference 1n risk metrics model on a database of 132 
firms from multiple industries spanning a period of six 
years (2000-2005) The results highlight the importance of 
considering the risk and return implications of unantici- 
pated changes in brand quality We find that unanticipated 
changes ın brand quality are positively associated with 
stock returns and negatively associated with changes in 
idiosyncratic risk However, unanticipated changes in brand 
quality are also positively associated with changes 1n sys- 
tematic risk, that 1s, unanticipated increases (decreases) ın 
brand quality can make stock returns more (less) sensitive 
to stock market movements These results are salient for 
marketing managers for whom ıt 1s important to articulate 
the impact of marketing assets to senior management, 
investors, and analysts (see Swaminathan and Moorman 
2009) 

Second, we hope to provide a richer understanding of 
the ımpact of unanticipated changes ın brand quality on 
shareholder wealth by highlighting the moderating role of 
unanticipated changes ın current-period earnings and ındus- 
try concentration We achieve this objective by developing 
hypotheses that integrate theoretical perspectives from 
accounting (e g , Graham, Harvey, and Rajgopal 2005) and 
finance (e g , Hou and Robinson 2006) with current litera- 
ture on the marketing—finance interface (e g , Bahadir, 
Bharadwaj, and Srivastava 2008) As such, this study 1s 
responsive to recent calls to identify factors that moderate 
the effects of marketing assets on financial metrics (eg, 
Kimbrough and McAlister 2009) 

Consistent with the moderator hypotheses, we find that 
an unanticipated increase 1n current-period earnings enhances 
the positive impact of unanticipated changes in brand qual- 
ity on stock returns but mitigates their deleterious effects on 


2Unantıcıpated changes ın brand quality do not mean that these 
changes are random and that managers did not work toward 
changing brand quality Managers do take initiatives that may not 
be visible to investors As a result, outcomes of such initiatives 
(e g , an increase ın brand quality) are unanticipated for investors 
and thus are not yet incorporated 1n the stock price 
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changes 1n systematic risk. Unanticipated changes 1n brand 
quality are also more valuable ın more competitive 1ndus- 
tries (1e , with unanticipated decreases in industry concen- 
tration) because their positive effects on stock returns are 
stronger and their deleterious effects on systematic risk are 
weaker in such industries These results are of direct import 
to senior managers and analysts because they identify con- 
ditions under which investors are more or less responsive to 
unanticipated changes 1n brand quality 


Related Literature 


Literature examining the financial performance impact of 
brand characteristics has a rich empirical precedence Early 
work by Horsky and Swyngedouw (1987) examines the 
financial market 1mpact of firm name changes (see also 
Lane and Jacobson 1995) Research using data on brand 
value from Financial World magazine provides preliminary 
evidence of a positive association with firm market value 
(Kerin and Sethuraman 1998) Empirical research also 
shows that firm value as represented by Tobin’s q 1s posi- 
tively related to corporate branding strategy (Rao, Agarwal, 
and Dahlhoff 2004) and brand portfoho strategy (Morgan 
and Rego 2009) 

A second stream of research explores the specific 
1mpact of brand quahty on several consumer behavior and 
firm performance metrics (see Table 2) A focus on how 
brand quality affects financial performance 1s important 
because of the central role 1t plays 1n marketing strategy 
For example, marketing communications to enhance the 
perceived quality of a brand require higher 1nvestment in 
advertising, alignment of the communication with high- 
quality media vehicles, and a significant amount of time 
(see Mitra and Golder 2006) 

As shown 1n Tables 1 and 2, prior studies on the finan- 
cial outcomes of brand quality have focused primarily on 
stock returns, with little examination of the risk of stock 
returns In addition, prior studies have predominantly exam- 
ined main effects and have not explored contingencies 
Examining contingencies 1s critical for theory development 
and also better informs management practice Accordingly, 
we develop hypotheses about the effect of unanticipated 
changes in brand quality on shareholder wealth and the 
moderating role of unanticipated changes 1n current-period 
earnings and industry concentration 


Hypotheses 


Stock Returns 


Stock returns represent investors’ expectations about a 
firm's future cash flows Prior research has identified three 
key reasons for an unanticipated increase (decrease) in 
brand quality to be a signal of higher (lower) future cash 
flows (see Table 2) First, as quality creases, brands have 
a greater likelihood of being purchased and repurchased 
because it signals an increase in brand’s credibility and 
reduces customers’ perceived risk and information costs 
(Erdem, Swait, and Valenzuela 2006) In turn, this impact 
on purchase and repurchase leads to greater future cash 


flows Second, cash flows also increase because consumers 
are willing to pay premium prices for higher-quality brands 
(see Table 2) Third, marketing actions such as promotions 
and advertising are more effective for higher-quality brands 
As a result, an increase in brand quality signals potential 
costs savings, leading to higher future cash flows Thus 


H, Unanticipated changes in brand quality are positively 
related to stock returns 


Systematic Risk 


Systematic risk 1s the degree to which stock returns covary 
with the stock market returns Firms that cushion them- 
selves from the impact of stock market movements and 
deliver consistent cash flows enjoy lower systematic risk 
(McAlister, Srinivasan, and Kim 2007) Extant literature 
suggests competing arguments about the effect of unantici- 
pated changes ın brand quality on changes ın systematic 
risk the loyalty argument and the price premium argument 


Loyalty argument Because an increase in quality 
increases the probability of a customer choosing and con- 
tinuing to purchase the brand (1e , 1t engenders brand loy- 
alty, see, e g , Dubé et al 2008), ıt ıs likely to cushion the 
impact of market downturns on cash flows During a down- 
turn, as demand declines and cash flows of all firms are 
adversely affected, customers are likely to be tempted with 
competitive offers through extensive promotions However, 
loyal customers are less likely to be tempted by such offers 
(see Raju, Unnava, and Montgomery 2009) Thus, by fos- 
tering brand loyalty, increases 1n brand quality help firms 
attract and retain customers during a market downturn 
Therefore, the expected cash flows of such firms are less 
affected by downturns In contrast, a firm with a decline in 
brand quality suffers decreases in cash flows not only 
because of marketwide factors but also because of the loss 
of customers That 1s, the firm’s future cash flows, and thus 
its stock returns, are more sensitive to market downturns 
Thus 


H, Unanticipated changes ın brand quality are negatively 
associated with changes ın systematic risk 


Price premium argument A recent study argues that it 1s 
difficult for firms to sell high-quality brands at prices that 
consumers will perceive as low (Morgan and Rego 2009) 
This 1s consistent with the argument that higher-quality 
products/services cost more to produce because firms need 
to use better (and thus more expensive) inputs, such as 
high-quality ingredients, and hire better-qualified employ- 
ees who demand higher wages (Rust, Moorman, and Dick- 
son 2002) Higher brand quality 1s not only viewed by con- 
sumers as a signal of higher price (Kirmani and Rao 2000, 
Rao 2005) but 1s actually associated with higher prices (see 
Table 2) 

If higher brand quality 1s associated with higher prices, 
unanticipated increases (decreases) 1n brand quality are likely 
to make the brand more (less) vulnerable to downturns 
This 1s because, during downturns, consumers become 
more price conscious (e g , Estelamı, Lehmann, and Holden 
2001) and are likely to cut down on the purchase quantities 
of high-quality brands Loyal customers also tend to be 


price sensitive when making purchase decisions during 
downturns (Krishnamurthi and Ray 1991) Indeed, a recent 
study finds that store brands (lower quality) tend to outper- 
form national brands (higher quality) during recessions 
(Lamey et al 2007) In contrast, high-quality brands benefit 
from market upswings because consumers buoyed by the 
positive outlook are more likely to purchase them (eg, 
Ward et al 2002) This suggests that an unanticipated 
increase in brand quality 1s likely to make cash flows more 
vulnerable to stock market movements—that 1s, increase 
systematic risk Thus 


Haçan) Unanticipated changes ın brand quality are positively 
associated with changes 1n systematic risk 


Idiosyncratic Risk 


Idiosyncratic risk 1s the volatility 1n stock returns that can- 
not be explained by the stock market movements and there- 
fore represents 1nvestor's uncertainty related to future cash 
flows (Fu 2009) We argue that unanticipated increases 
(decreases) 1n brand quality are likely to lower the volatility 
of future cash flows and therefore decrease (increase) 1d10- 
syncratic risk 

Because increases in brand quality increase customer 
loyalty, they are also likely to reduce a firm's vulnerability 
to competitive actions This 1s because loyal customers are 
less likely to switch brands as a result of price reduction or 
other competitor promotions (see Keller 1993, Klemperer 
1995) High customer retention and low vulnerability to 
competitive actions, 1n turn, translate into lower volatility 
of cash flows as customers continue to purchase a firm’s 
offerings 

Increasing brand quality also allows a firm to expand its 
offerings because customers are more likely to respond 
positively to their brand extensions (e g , Echambadi et al 
2006) Such brand extensions diversify the sources of cash 
flows as a firm receives revenues from newer offerings and 
relies less on existing product/service categories An 
increase 1n brand quality also allows a firm to license its 
brand across diverse categories For example, Disney Inc 
licenses its brand ın categories as diverse as toys, movies, 
and apparel Therefore, brand licensing allows a firm with 
increasing brand quality to diversify its revenues with lower 
setup costs Accordingly, 


H3 Unantıcıpated changes in brand quality are negatively 
associated with changes 1n idiosyncratic risk 


Moderating Role of Unanticipated Changes in 
Current-Period Earnings 


Current-period earnings are viewed as the most important 
metric of the accounting system (Dichev and Tang 2008) 
and are widely followed by senior management (Graham, 
Harvey, and Rajgopal 2005) An unanticipated increase in 
current-period earnings 1s a signal that the future perfor- 
mance of a firm 1s likely to be better than current expecta- 
tions (Dechow 1994) Consequently, ın general, investors 
react positively to unanticipated increases 1n current-period 
earnings (e g , DellaVigna and Pollet 2009) 

Payoffs from intangible assets such as brand quality are 
considered uncertain because their benefits generally accrue 
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in the future (Financial Accounting Standards Board 2001, 
Securities and Economics Commission 2001) Therefore, if 
an unanticipated increase ın brand quality 15 accompanied 
by an unanticipated increase 1n current-period earnings, 1t 1s 
a signal to investors that the firm is able to build brand 
quality without sacrificing its current and future perfor- 
mance Unanticipated increases in earnings also suggest 
that a firm 1s likely to invest 1n resources required to main- 
tain and strengthen its brand quality (Bahadır, Bharadwaj, 
and Srivastava 2008) In contrast, an unanticipated increase 
in brand quality accompanied by an unanticipated decrease 
ın current-period earnings 1s likely to indicate that the firm 
may not be able to invest in high-quality staff or equipment, 
which could be the source of brand’s quality associations A 
strong quality brand without the resources to sustain and 
enhance quality faces the dilution of its existing advantage 
(Bharadwaj, Varadarajan, and Fahy 1993) 

Therefore, investors are likely to have a more favorable 
evaluation of the unanticipated increases 1n brand quality if 
these are accompanied by unanticipated increases 1n current- 
period earnings Accordingly, the effects of unanticipated 
changes in brand quality on stock returns and changes in 
idiosyncratic risk are likely to be stronger 1n the presence of 
unanticipated increases 1n current-period earnings In addi- 
tion, 1f unanticipated changes in brand quality have a nega- 
tive impact on changes ın systematic risk (the loyalty argu- 
ment), these effects will be stronger in the presence of 
unanticipated increases ın current-period earnings How- 
ever, 1f unanticipated changes 1n brand quality have a posi- 
tive effect on changes 1n systematic risk (the price premium 
argument), owing to investors’ favorable evaluation, such 
effects will be weaker in the presence of unanticipated 
ıncreases ın current-period earnings Formally, 


H4 The effect of unanticipated changes in brand quality on 
stock returns 1s more (less) positive when there 1s an unan- 
ticipated increase (decrease) 1n current-period earnings 


Hs The effect of unanticipated changes ın brand quality on 
changes in systematic risk 1s more (less) negative when 
there 1s an unanticipated increase (decrease) ın current- 
period earnings 


Hsam The effect of unanticipated changes ın brand quality on 
changes 1n systematic risk 1s less (more) positive when 
there 1s an unanticipated increase (decrease) 1n current- 
period earnings 


He The effect of unanticipated changes ın brand quality on 
changes ın idiosyncratic risk is more (less) negative when 
there 1s an unanticipated increase (decrease) ın current- 
period earnings 


Moderating Role of Unanticipated Changes in 
Industry Concentration 


Research 1n finance frequently underscores the 1mportance 
of industry concentration on investors’ evaluation of a 
firm's stock price (e g , Gaspar and Massa 2006, Hou and 
Robinson 2006) Industry concentration 1s a key concept in 
industrial organization and competitive marketing strategy 
(Szymanski, Bharadwaj, and Varadarajan 1993, Tirole 
1988) It indicates the degree of competition ın an industry 
such that higher (lower) industry concentration indicates 
lower (higher) competition Therefore, an increase 1n 1ndus- 
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try concentration indicates high barriers to entry and low 
consumer choice (Giroud and Mueller 2011) Given the 
importance of competition and consumer choice to man- 
agers, scholars, and policy makers, it 1s important to deter- 
mine whether investors differ ın their evaluation of unantıcı- 
pated changes 1n brand quahty across unanticipated changes 
in industry concentration 

As we noted previously, an unanticipated increase ın 
brand quality raises the probability of customers choosing a 
brand and paying a higher price for it, thereby increasing 
future cash flows Investors are likely to appreciate unantıcı- 
pated increases 1n brand quality more for firms 1n industries 
ın which there 1s an unanticipated decrease ın concentra- 
tion This 1s because an unanticipated decrease 1n industry 
concentration indicates that firms are likely to face higher 
competition and, thus, greater difficulty in increasing cash 
flows Indeed, as industry concentration decreases, the pres- 
sure increases on managers to raise productivity and to 
innovate and differentiate their offerings to attract and 
retain customers (e g , Hou and Robinson 2006) In con- 
trast, an unanticipated increase in industry concentration 
indicates that customers have fewer choices, and there 1s 
lower pressure on firms to differentiate their offerings Asa 
result, the value of an unanticipated increase in brand qual- 
ity for an investor 1s likely to be lower, compared with 
when there 1s an unanticipated decrease 1n industry concen- 
tration Thus 


H4 The effect of unanticipated changes in brand quality on 
stock returns 1s less (more) positive when there 1s an unan- 
ticipated increase (decrease) 1n industry concentration 


Hg The effect of unanticipated changes 1n brand quality on 
changes ın systematic risk 1s less (more) negative when 
there 1s an unanticipated increase (decrease) in industry 
concentration 


Haçan, The effect of unanticipated changes ın brand quality on 
changes ın systematic risk is more (less) positive when 
there 1s an unanticipated increase (decrease) 1n industry 
concentration 


Hg The effect of unanticipated changes in brand quality on 
changes 1n idiosyncratic risk 1s less (more) negative when 
there 1s an unanticipated increase (decrease) 1n industry 
concentration 


Methodology 


Models and Estimation Procedure 


Stock response model We use a stock response model to 
assess the impact of unanticipated changes ın brand quality 
on stock returns This 1s 1n line with the following under- 
lying principle 


Because share returns reflect aggregate investor use of 
information, tests of association between performance 
metrics and returns shed light on the extent to which a 
given metric 1s a relatively good, or relatively poor, sum- 
mary indicator of the information actually used by 
investors (Francis, Schipper, and Vincent 2003, p. 126) 


Following Srinivasan and Hanssens (2009), we begin with 
the benchmark three-factor model (see Fama and French 
1993) 


(1) Rir- Rp = & + BR ar — Rrr) + s(SMBr) + h(HMLz) + esir, 
where 


R,r = compounded monthly stock returns of firm 1 ın 
industry ) for the year T, 
Rey = risk-free rate of returns for the year T calculated 
using US Treasury bonds, 
Rgr = stock market returns for the year T, 
SMB, = Fama and French (1993) size portfolio returns 
for the year T, 
HML, = Fama and French (1993) book-to-market value 
portfolio returns for the year T, and 
EsyT = a, + a + Vsyr, and vsyr ~ NO, os) 


Equation | 1s augmented with the unanticipated changes 
1n accounting and marketing variables 


(2) (Ryr— Rr) = & + B(Rar — Rep) + s(SMB2z) + h(HMLp) 
+ '53(UABQ,T) + Yoq(UAEAR, 7) + ,3(U AIC, 7) 
+ '&(UATS, m) + £syr; 

where 


UA(BQ),T = unanticipated changes ın brand quality of firm 1 
ın industry ) during year T, 
UA(EAR),, = unanticipated changes ın current-period earnings, 
UA(IC) = unanticipated changes ın industry concentration, 
and 
UA(TS),T = unanticipated changes ın total sales 


The significance of y,; ın Equation 2 indicates whether 
unanticipated changes 1n brand quality provide information 
incremental to that provided by the Fama and French 
(1993) factors and the accounting variables The full model 
that tests the main effect and moderator hypotheses 1s as 
follows 


(3) (Ryyr — Rrr) = © + BRaT — Rep) + s(SMBz) + h(HMLy) 
+ Ys1(UABQy 7) + Ys2(UAEAR, 7) + Ys3(UAIC r) 
+ Ysq(UATS, 7) + '55(UABQ, r x UAEAR, r) 
+ ¥s6(UABQ, 7 x UAIC r) + Esir 


Risk models We use models that include changes in 
systematic and idiosyncratic risk as the dependent variables 
and unanticipated changes in marketing and accounting 
metrics as the independent variables Because changes 1n a 
variable incorporate both current and lagged values, the use 
of changes ın risk as dependent variables enables us to take 
into account the inertia ın risk metrics (eg , Lui, Markov, 
and Tamayo 2007) Importantly, these models approximate 
a first-differences model and are therefore consistent with 
recent recommendations that research 1n marketing should 
not use levels models 1n the context of stock returns and 
related measures (see Mizik and Jacobson 2009, pp 321— 
22, Srinivasan and Hanssens 2009, p 300) Specifically, 


(4) AByr = 6 + Yı (UABQ, T) + Y9(UABQ, rz x UAEAR yr) 
+ Yp3(UABQy yp x UAIC r) + Yyg(UAEAR, 7) 
+ 'Yos(UAIC T) + Yyg(UATA, T) + Yy7(UATS, 7) 
+ G9 (UADIV 7) +Yp9(UALV, r) + Egr, and 


(5) AIRyr = © + Y, CUABQyr) + Y2(UABQ, x UAEAR,) 
+ %3(UABQyr x UAIC r) + ¥4(UAEAR, r) 
+ Ys(UAIC T) + 'he(UATA ır) + Yez(UATS,n) 
+ ¥;g(UADIV r) +¥9(UALV, 7) + ERT: 

where 


AB yr = bir — Bir - 1, the change ın systematic risk of 
firm 1 1n industry J ın year T, 
AIR,T = IRyr — IRycr— 1, the change 1n idiosyncratic risk, 
UATA, 7 = unanticipated changes ın total assets, 
UADIV,,7 = unanticipated changes in dividends paid, 

UALV r = unanticipated changes ın financial leverage, 

EpyT = a, + a, + Vpyr, and vgyr ~ N(O, Gg), and 

ERT = 8; + a + Vgyr, and Vir ^ N(O, og) 


We follow Srınıvasan et al (2009) and use a fixed- 
effects time-series panel model to estimate Equations 3—5 
This model uses the within transformation to account for 
time-invariant unobservables (firm- and industry-specific 
fixed effects) that could be correlated with independent 
variables (see Wooldridge 2009, p 481) As such, this 
model addresses the potential endogeneity of independent 
variables that could arise from them being correlated with 
unobservables 


Data Collection and Measures 


We use four sources to collect data The brand quality met- 
ric comes from Harris Interactive’s EquiTrend database, 
one of few sources of longitudinal data for brand quality 
that ıs widely used ın academic research (e g , Aaker and 
Jacobson 1994, Clark, Doraszelski, and Draganska 2009, 
Mitra and Golder 2006, Mizik and Jacobson 2004, Rego, 
Billett, and Morgan 2009) Every year, Harris Interactive 
conducts an online survey of 20,000—43,000 consumers for 
approximately 1000 brands Each consumer 1s asked to rate 
a brand’s perceived quality on a scale from 0 (“unacceptable/ 
poor quality”) to 10 (“outstanding/extraordinary quality’), 
with each brand being rated by at least 1000 consumers For 
each brand, the brand quality score 1s the weighted average 
of consumer responses The weights assigned are based on 
matching the sample’s demographic composition to the 
demographic composition of the United States 

Consistent with prior research, we include only firms 
that are publicly listed “monobrand” firms—that 1s, firms 
with a single, prominent brand (e g , Mizik and Jacobson 
2008) This 1s important because the quality ratings are 
available at the brand level, whereas the stock returns and 
risk measures are at the firm level In addition, we include 
only firms that have at least two consecutive years of data 
so that we can calculate the unanticipated changes 1n brand 
quality 

We obtained data for daily and monthly stock returns 
from the Center of Research on Stock Prices (CRSP) We 
obtained data for the value-weighted market portfolio, the 
Fama and French (1993) factors, Treasury bond rates, and the 
momentum factor from Dr Kenneth French (http //mba tuck 
dartmouth edu/pages/faculty/ken french/data_library html) 
For accounting measures, we use the Standard & Poor’s 
COMPUSTAT quarterly data file 
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We align the quarterly COMPUSTAT data and the 
CRSP data to the brand quality data measured by Harris 
Interactive at the end of the first calendar quarter The stock 
returns were measured over the 12 months ending with 
March of the given year The quarterly accounting data 
were aligned with the 12 months starting with the start of 
April 1n the preceding year to the end of March im the given 
year For example, for the brand quality data released at the 
end of March 2001, the matching measure of stock returns 
was from the first trading day of April 2000 to the last trad- 
ing date of March 2001 The accounting data were also 
aligned over the four quarters from fiscal quarter starting 1n 
or closest to April 2000 and ending 1n or closest to March 
2001 


Stock returns We use the compounded monthly returns 
over the 12-month period that corresponds to the time 
between the release of brand quality data by Harns Interac- 
tive (eg , Mizik and Jacobson 2008) We denote this 12- 
month period as year T 


(6) Ryr = Ila - (1 + Tet jm)» 


where R, 1s the stock return for firm 1 1n industry j for the 
year T and retim 1$ the holding period return for firm 1 ın 
industry ) during month m Here, 1 1s the first month at the 
start of the year T, and k 1s the last month of the year T 


Systematic and idiosyncratic risk We use the Fama and 
French (1993) three-factor model to obtain the measures of 
systematic and idiosyncratic risk We estimate Equation 7 
for each firm 1 ın industry ) during the 252 trading days (t) 
corresponding to the year T for which the brand quality and 
accounting data are aligned and for which the stock returns 
are calculated In Equation 7, B,,r represents the systematic 
risk for a firm 1 ın industry ) for year T, while the ıdıosyn- 
cratic risk 1s the standard deviation of residuals from this 
model 


(7) (Rai — Re) = Qr t Bıyr(Rmt — Rp) + SyT(SMB), * hj T(HML), 
+ Em 
where 


Or = abnormal stock returns of firm 1 ın industry J during 
year T, 
R, = daily return on stock of firm 1 ın industry J on day t, 
Re = daily risk free return on day t, 
Rmt = daily return on a value-weighted market portfolio on 
day t, 
(SMB), = returns from the Fama and French (1993) size port- 
folio on day t, 
(HML), = returns from the Fama and French (1993) market-to- 
book portfolio on day t, and 
Ej = Residuals ~ NO, Og) 


(8) Ry > KD T Py m Pyt - pl/”P y(t — 1): and 
(9) Rm = L- Le- jJ / La- yl 
where 


D, = dividends from firm 1 1n industry j on day t, 
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P, = split adjusted stock price of firm 1 ın industry jon 
day t, and 

L,= market price adjusted index of a value-weighted 
market portfolio comprising all stocks on NAS- 
DAQ, AMEX, and NYSE markets on day t 


Therefore, for each firm 1 ın industry ) for year T, we have 
the stock returns (R,,r) and the corresponding values of the 
systematic (Buy) and idiosyncratic risk. (Ry) of stock 
returns 


Current-period earnings and industry concentration We 
use operating income before depreciation (COMPUSTAT 
Data Item 21) scaled by total assets (Item 2) as a measure of 
current-period earnings (e g , Mizik and Jacobson 2008) 
Following prior research, we use the Herfindahl concentra- 
tion index as a measure of industry concentration (e g , Hou 
and Robinson 2006) We use the Standard Industrial Classi- 
fication (SIC) four-digit code as an indicator of an industry 
and measure industry concentration at this level 


(10) ICT = xi = 1MS,77, 


where ms, 1s the market share of firm 1 ın industry ) at year 


Control variables Table 3 outlines the control variables, 
their definitions, expected effects, and the literature sup- 
porting their inclusion in the models To control for the 
expected stock returns, we use the excess stock market 
returns, size portfolio returns, and the book-to-market port- 
folio returns (see Srinivasan and Hanssens 2009) To 
account for marketing actions that could enhance sales, we 
control for a firm’s sales growth 

For the idiosyncratic and systematic risk models, we use 
total assets, total sales, Herfindahl concentration index, divi- 
dend payouts, and financial leverage as control variables 
The inclusion of dividend payouts and financial leverage 
follows from research in finance and accounting, which 
shows that these variables are likely to have an impact on 
the systematic and idiosyncratic risk of stock returns (see 
Table 3) 


Unanticipated changes Following recent literature 
(eg , Mizik and Jacobson 2004, Srinivasan et al 2009), we 
use a first-order autoregressive model to form time-based 
expectations about the accounting and marketing metrics 
and use deviations from these expectations as a measure of 
the unanticipated changes 1n these metrics Specifically, 


(11) Yyr = a + 97 Y ycr—1) + Tir, 


where 6, 1s the first-order autoregressive coefficient depict- 
ing the persistence of the senes The unanticipated change 
in variable Yıy 1s the residual obtained from the estimation 
of Equation 11 We estimate Equation 11 for each variable 
using clustered standard errors (Mizik and Jacobson 2009) 


Results 


Combining the four data sets yields 519 observations from 
132 firms (see Table 4) The panel data cover a period of six 
years from 2000 to 2005 and are unbalanced The observa- 
tions come from six sectors computers and telecommunica- 
tions (15%), retail and apparel (30 2%), financial services 
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TABLE 3 


Definitions, Measures, and Literature Sources for Control Variables 
ge ———— —— OO 


Definition 


Compounded monthly returns from a value- 
weighted portfolio of all stocks listed on 
NASDAQ, AMEX, and NYSE, less the 
returns from investing in U S. treasury bonds 
Compounded monthly returns from the 
Fama and French (1993) size portfolio 
Compounded monthly returns from the Fama 
and French (1993) market-to-book portfolio 


The log of the total sales of a firm 


Variable 
Excess stock market returns 


Size portfolio returns 
Market-to-book portfolio returns 


Total! sales 


Total assets The logged value of total assets of a firm 


Leverage ratio The ratio of total long-term debt to the 


market capitalization of a firm 


The ratio of cash dividends to the market 
capitalization of a firm 


Dividends payout 


Competitive intensity The SIC four-digit concentration index of 


firm revenues 


Expected Impact 
Positive impact on excess stock returns 


Positive impact on excess stock returns 
Positive impact on excess stock returns 


Unanticipated changes in sales are likely to 
be positively related to stock returns and 
negatively related to changes in systematic 
and idiosyncratic risk 


Unanticipated changes in total assets are 
likely to be positively related to the changes 
in systematic risk and negatively related to 
changes ın idiosyncratic risk 


Unanticipated changes in leverage are likely 
to be positively related to changes in 
systematic and idiosyncratic risk 


Unanticipated changes in dividends are 
likely to be negatively related to the changes 
In Systematic and idiosyncratic risk 


Unanticipated changes in industry concen- 
tration are likely to be negative related to 
stock returns and changes ın systematic 
and idiosyncratic risk 


Examples of Prior 
Specific Data Source Literature Support 


Kenneth French Fama and French 
website (1993) 


Kenneth French Fama and French 


website (1993) 
Kenneth French Fama and French 
website (1993) 
COMPUSTAT Beaver, Kettler, and 


[Data Item 2] Scholes (1970) 


COMPUSTAT 
[Data Item 44] 


Beaver, Kettler, and 
Scholes (1970) 


COMPUSTAT Hong and Sarkar 
[Data Items 14, 51, (2007) 
61] 
COMPUSTAT McAlister, Srinivasan, 
[Data Items 14, 61, and Kim (2007) 
89] 


Hou and Robinson 
(2006) 


Herfindahl concentra- 
tion index using 
COMPUSTAT 
[Data Item 2] 


SSS <<... 
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TABLE 4 
Descriptive Statistics 


Rİ 


Correlation Matr 





Varıable Symbol Observatıons M SD 1 2 3 4 5 6 
1 Stock Returns 519 11 53 1 00 
2 ASystematic Risk alir 519 04 46 -08 100 
3 Aldiosyncratic Risk AIR IT 519 — 29 71 — 32 11 1 00 
4 UA(Brand Quality) UABQ 519 01 19 11 09 — 183 1 00 
5 UA(Earnings) UAFAR r 519 00 04 13 -10  -12 04 100 
6 UA(Industry 
Concentratıon) UAIC 4 519 00 04 03 — 02 —07 — 02 — 02 1 00 
7 UA(Total Sales)  UATS)r 519 00 19 12 — -14 01 07 22 | -04 
8 UA(Total Assets) UATA,T 519 00 17 15 02 — 01 — 03 — 04 02 
9 UA(Dividends) UADIV, 7 519 00 03 —13 — 16 11 07 02 03 


10 UA(Leverage) UALVIr 510 00 08 — 59 06 31 — 12 — 21 00 
Notes UA = unanticipated changes in the variable All correlations 08 and above are significant at 95% 


(14 45%), consumer durables (12 5%), consumer non- 
durables (21 2%), and travel and transport (6 55%) 3 Table 
5 outlines the results of the models 


Brand Quality and Stock Returns 


Model fit diagnostics support the full model (including the 
moderating effects) over the main-effects-only model (like- 
hhood ratio test X2(2) = 22 14, p < 01) Importantly, the 
results ın the full model support H,, unanticipated changes 
in brand quality are positively associated with stock returns 
(Y; = 48, p « 01) In support of H4, we find that the inter- 
action of unanticipated changes 1n brand quality and current- 
period earnings has a positive effect on stock returns (Yes = 
8 18, p « 01) In support of H,, the interaction of unantıcı- 
pated changes in brand quality and industry concentration 
has a negative effect on stock returns (Ys = —13 65, p < 01) 
To illustrate the impact of these interactions, we calcu- 
late the marginal effects of unanticipated changes 1n brand 
quality on stock returns and plot it against unanticipated 
changes ın current-period earnings and industry concentra- 
tion Figure 1, Panel A, shows that the positive effect of 





3Sectors comprise following SIC codes computer and telecom- 
munications (3570, 3571, 3663, 3674, 4812, 4813, 7370, 7372, 
7373), retail and apparel (2300, 2320, 2330, 5211, 5311, 5331, 
5399, 5411, 5531, 5661, 5700, 5731, 5812, 5912, 5940, 5944, 
5945, 5990), financial services (6020, 6035, 6111, 6141, 6199, 
6211, 6282, 6311, 6324, 6331, 6798), consumer durables (3011, 
3089, 3420, 3540, 3559, 3630, 3651, 3711, 3861, 3944), consumer 
nondurables (100, 2030, 2060, 2080, 2670, 2711, 2721, 2731, 
2834, 2840, 2844, 2911, 3021, 4841, 7011, 7510, 7841), and travel 
and transport (4400, 4512) 


unanticipated changes in brand quality on stock returns 
becomes stronger when there 1s an unanticipated 1ncrease in 
current-period earnings In contrast, the positive effects of 
unanticipated changes in brand quality on stock returns 
decrease when there 1s an unanticipated increase in industry 
concentration (see Figure 1, Panel B) 

Parameter estimates for the control variables are in line 
with prior literature Consistent with Srinivasan et al 
(2009), we find that excess stock market portfolio returns 
have a positive impact on stock returns (B = 97, p « 01) 
The results of the Fama and French (1993) factors are also 
in line with expectations that smaller firms tend to do better 
than the stock market (s = 65, p < 01), and firms with 
higher book-to-market ratio do better than the stock market 
(h = 41, p « 01) Consistent with research in accounting 
(eg, Kothari: 2001), unanticipated changes in earnings 
(1 13, p < 05) and sales (21, p « 05) have a positive 
ımpact on stock returns 


Brand Quality and Systematic Risk 


The results support the full model as compared to a main- 
effects-only model (likelihood ratio test x2(2) = 13 69, p < 
01) In line with the price-premium argument (Hozan), we 
find that unanticipated changes in brand quality are posi- 
tively associated with changes ın systematic risk (Ypı = 26, 
p « 05) As Figure 1, Panel C shows, Hsq 18 also sup- 
ported, the ımpact of unanticipated changes ın brand quality 
on changes in systematic risk 1s weaker (stronger) for unan- 
ticipated increases (decreases) in current-period earnings 
(Y»2 = —8 76, p € 01) Hg ıs also supported (see Figure 1, 
Panel D), we find that the effect of unanticipated changes ın 


TABLE 5 
Changes in Brand Quality Impact Stock Returns, Systematic and Idiosyncratic Risk* 


Main-Effects Model 





Full Model 





Stock A(Systematic A(Idiosyncratic Stock A(Systematic A(Idiosyncratic 
Returns Risk) Risk) Returns Risk) Risk) 

UABQ, 7 47*** 29** — 43*** 48*** 26** — 42** 
(UABQ,7) x (UAEAR,7) 81875 876" 324 
(UABQ,7) x (UAIC,7) —13 65*** 8 83** 19 
Control Variables 

(Rint m Rir) 96*** 9g7*** 

(SMB)+ 63** 65** 

(AML) 40"*** 41*** 

UAEAR,r 1 39*** — 90* —] 98** 1 13** — 72 —2 04*** 

UAIC r 35 09 -1 35* 77" — 17 -1 38“ 

UATS,T 18* — 53*** 27* 217 — 56*** 2r 

UATA,T 23" — 39“ 24" — 39” 

UADIV 7 —2 45*** 1 24 —2 08** 1 19 

UALV,T 35 2 79*** 23 281'** 
N 519 510 510 519 510 510 
F-statistic (7, 380) = (7, 371) = (9, 378) = (9, 369) = (7, 371) = (9, 369) = 

33 10*** 5 20*** 9 99*** 28 55*** 525'* 7 78*** 

Re 38 09 41 11 16 
Max VIF 2 02 1 24 2 02 125 125 


*p « 10 (one-sided) 

“p< 05 (one-sided) 

***p « 01 (one-sided) 

Notes Max VIF = maximum variance inflation factor 


The Impact of Brand Quality on Shareholder Wealth / 97 


FIGURE 1 
The Moderating Impact of Unanticipated Changes in Earnings and Industry Concentration 





A: Effects of Unanticipated Changes in 
Brand Quality on Stock Returns x 
Unanticipated Changes in Earnings 


1 50 


Effects of Unanticipated 
Changes in Brand Quality 
on Stock Returns 


-05 -03 -01 01 03 05 
Unantıcipated Changes ın Earnings 





C: Effect of Unanticipated Changes in Brand Quality on 
Changes in Systematic Risk x Unanticipated Changes 
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Unantıcipated Changes in Earnıngs 





B: Effects of Unanticipated Changes in 
Brand Quality on Stock Returns x Unanticipated 
Changes in Industry Concentration 
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Unantıcıpated Changes in Industry Concentration 


D. Effect of Unanticipated Changes in Brand Quality on 
Changes in Systematic Risk x Unanticipated Changes 
in Industry Concentration 


Effects of Unanticipated 
Changes in Brand Quality on 
Changes in Systematic Risk 





“100 05 -03 -01 01 03 05 


Unanticipated Changes in Industry Concentration 





Notes The dotted lines indicate the 95% confidence interval bands 


brand quality on changes in systematic risk 1s stronger 
(weaker) for unanticipated 1ncreases (decreases) 1n 1ndustry 
concentration (55 = 8 83, p < 05) We also find that unan- 
ticipated changes 1n sales have a negative effect (— 56, p « 
01), 1n total assets have a positive effect ( 24, p « 10), and 
those 1n dividend payouts have a negative 1mpact on the 
changes ın systematic risk (-2 08, p < 05) 


Brand Quality and Idiosyncratic Risk 


Consistent with Hə, we find that unanticipated changes ın 
brand quality are negatively related with changes ın idio- 
syncratic risk (y, 2 — 42, p < 05) We do not, however, find 
support for Hg or Hg The results for the control variables 
are largely in the expected direction Unexpected increases 
ın earnings soothe investors’ concerns and lower ıdıosyn- 
cratic risk (—2 04, p € 01) We also find that unanticipated 
changes ın sales have a positive effect ( 27, p « 10), while 
those 1n total assets have a negative effect (— 39, p « 10) on 
changes ın idiosyncratic risk Finally, unanticipated changes 
in industry concentration also decrease idiosyncratic risk 
(-1 38, p € 10) 
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Sensitivity Analyses 


Alternative model We explicitly test the likelihood that 
the 1mpact of unanticipated changes 1n brand quality on stock 
returns and changes in systematic and idiosyncratic risk 
could be mediated by the unanticipated changes 1n current- 
period earnings ^ We follow recent guidelines 1n the market- 
ing literature (Zhao, Lynch, and Chen 2010) and examine 
the statistical significance of the indirect effect of unantici- 
pated changes ın brand quality (the mediated variable) on 
the outcomes (stock returns, systematic, and idiosyncratic 
risks) through the mediator (unanticipated changes in current- 
period earnings) using the Preacher and Hayes (2008) boot- 
strapping procedure In all three cases, the indirect effect 
ıs not significant, indicating that unanticipated changes ın 
current-period earnings do not mediate brand quality's 
effect on the three outcome variables (the 95% bootstrap 
confidence 1nterval for stock returns model was — 01 to 05, 


4We sincerely thank an anonymous reviewer for suggesting this 


alternative model 


for systematic risk model, ıt was — 03 to Ol, and for 1dio- 
syncratic risk model, 1t was — 06 to 31) 

Carhart model Studies ın finance routinely use the 
Carhart (1997) model that includes a momentum factor to 
assess the robustness of their results to the use of Fama and 
French (1993) model The momentum factor 1s defined as 
the difference in the returns of firms with high and low 
prior stock performance (Carhart 1997) Specifically, the 
following model (rather than Model 3) can be used to test 
the stock returns hypotheses 


(12) (Ryr — Rep = & + BOR — Rep)  s(SMBz) + h(HML?) 
+ u(UMD)r + Ysı(UABQ, 7) + Ys2(UAEAR, r) 
+ '3(UAIC T) + Yeq(UATS r) + Y, (UABQ, r 
x UAEAR, 7) + Yse(UABQ, r x UAIC r) + Esir, 


where (UMD), are the returns from the momentum factor 
for year T and other symbols have usual meanıngs As we 
show ın Table 6, our conclusions remain unchanged ıf we 
use this model 

The Carhart (1997) model can also be estimated using 
daily returns to derive measures of systematic and 1diosyn- 
cratic risk. Specifically, rather than Equation 7, we used the 
following model to estimate systematic (Bır) and ıdıosyn- 
cratic risk (standard deviation of residuals) 


(13) (Ryt - Rg) E OT + Byrne z Rə + Syr(SMB), + h, T(HML), 
t uyT(UMD), + Ey 

As we show in Table 6, our substantive conclusions do not 

change when we use this model 


Endogeneity A potential concern with the models 1n this 
study 1s that brand quality 1s endogenous as firms with higher 
prior earnings, market capitalization, but lower prior system- 
atic and idiosyncratic risk are more likely to have higher 
brand quality In addition, it can be argued that current- 
period earnings are a function of prior market capitalization, 
systematic and idiosyncratic risk, and brand quality There- 
fore, using three-stage least squares, we estimate a system of 
equations that takes nto account the preceding arguments 


(14) (Ryr — Rep) = Q + B(Rar — Rep) + s(SMB?) + h(HML4) 
+ Ysı(UABQ, r)  '50(UAEAR, 7) + Ys3(UAIC r) 
+ Yeq(UATS,y) + Yes (UABQ,yr x UAEAR, r) 
+ Ys6(UABQ, r x UAIC, r) + Egy, 


AByr = 9 + Yo LUABQyr] + '2/UABQ,r x UAEAR, 7] 
+ Yo3(UABQyr x UAIC r) + Yp4[UAEAR, r) 
+ YpsLUATA, 7] + Yes UATS ur] + YezlÜADIV 7] 
+ 'Tegs[UALV rl "Y6g[UAIC T] + Egyr 


TABLE 6 
Sensitivity Analyses Underscore the Robust Nature of Results 


Stock Returns 


A(Systematic Risk) A(ldiosyncratic Risk) 


Using the Carhart Model 
UABQ, 7 527” 21** — 47*** 
(UABQ,7) x (UAEAR,7) 8 157 -7 20** 272 
(UABQ, 7) x (UAIC T) —13 49*** 7 90** — 42 
N 519 510 510 
F-statistic (10, 377) = 25 76*** (9, 369) 2 4 55*** (9, 369) 2 8 57*** 
di a1 10 17 
Using the Three-Stage Least Squares Model 
UABQ, T 47*** 2g*** — 95** 
(UABQ,7) x (UAEAR, 7) 9 33*** -7 44*** 3 15 
(UABQ,7) x (UAIC T) —9 03** 7 89** 2 62 
N 502 502 502 
Chi-square (df) X*(9) = 285 75*** x”(9) = 65 95*** x2(9) = 91 33*** 
R? 34 12 14 
Using the Additional Controls 
UABQ,r 48*** 257 — 42** 
(UABQ,7) x (UAEAR,7) 8 28** -9 53*** 178 
(UABQ,7) x (UAIC y) —13 45*** 7 04* 16 
N 511 502 502 
F-statistic (12, 368) = 22 15*** (12, 359) = 4 76*** (12, 359) = 7 10*** 
R? 42 14 19 
Removing +5% Tile Outliers 
UABQ,r 2297 18** — 24** 
(UABQ,7) x (UAEAR,7) 2 72" -5 53** 198 
(UABQ,7) x (UAIC T) —7 06*** 12 04*** 5 74 
N 466 464 464 
F-statistic (9, 328) = 70 82*** (9, 325) = 9 52*** (9, 325) = 12 46*** 


R2 


21 26 


6 
eee EE 


*p « 10 (one-sided) 
“p< 05 (one-sided) 
***p « 01 (one-sided) 
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AIR iy ZO + Yr1 [UABQ, 7] + Y2[UAB Qır x UAEAR, 7] 
+ Yız(UABO,r x UAIC r) + Yrl[UAEBAR, 7] 


t fs [UATA, 7] + YieL UATS qr] + Yq UADIV,T] 
+ Ys [UALV r] +¥,[UAIC,7] + £gyr: 


BQyr= P + Yoqi[MCAPycr— ] + YoqalBycr - Dİ 
+ Ypq3TRaycr— pl: + Yoqa [EA Rar - pi 


+ 'Yogsl IC. pl + EBQyr, and 


EAR,T =Or Yer [MCAP, yr - pl + Ye2lBycr - 1) 
+ YalRyer- l + Yel BOyer - pl + YeslICyr- 11 
+ EEARIJT>» 


where MCAP,,r = log of market capitalization of firm 1 1n 
industry ) at the end of year T and other symbols have the 
usual meanings As we show 1n Table 6, our basic conclu- 
sions remain unchanged when the preceding model 1s used 
We also find that earnings at (T — 1) have a positive 1mpact 
(3 55, p € 01) and systematic risk at (T — 1) has a negative 
impact (- 14, p < 05) on brand quality In addition, brand 
quality at (T — 1) has a positive effect on earnings at T ( 05, 
p « 01) The results for other variables are also as we 
expected Market capitalization has a positive impact ( 01, 
p « 05), and systematic risk has a negative 1mpact (— 04, p « 
01) on earnings ? 


Using additional controls We also test for the impact of 
endogeneity by including three additional control variables — 
brand awareness, marketing spending, and R&D expenses — 
that are likely to have an impact on stock returns and risk 
(eg, McAlister, Srinivasan, and Kim 2007, Mizik 2010) 
This follows the logic that unanticipated changes 1n brand 
quahty could be correlated with unobservable factors and 
inclusion of additional control variables could test the 
robustness of results to the exclusion of such variables (see 
Mizik and Jacobson 2008, p 29) We obtained data on 
brand awareness from Harris Interactive and data for mar- 
keting spending and R&D from COMPUSTAT Following 
Mızık (2010), we subtract a firm's R&D expenses (COM- 
PUSTAT Data Item 4) from its selling, general, and admin- 
istrative expenses (Item 1) to obtain marketing spending 
Both marketing spending and R&D expenses are scaled by 
total assets (see McAlister, Srinivasan, and Kim 2007) We 
calculate the unanticipated changes 1n these variables using 
Equation 11 and use them as additional controls 1n Equa- 
tions 3-5 As we show ın Table 6, our basic conclusions 
remain unchanged 


Removing outliers We also assess the robustness of our 
results by removing the +5 percentile residuals obtained 
from the estimation of the three Equations 3-5 As we show 
in Table 6, our basic conclusions do not change when such 
residuals are removed from the data set 





5We thank an anonymous reviewer for suggesting this alterna- 
tive model 
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Discussion 


The current study adds to the literature on the marketing— 
finance interface by examuning the effects of unanticipated 
changes ın brand quality on shareholder wealth and 1denti- 
fying two contingencies that moderate this relationship 
However, a few limitations of the study must be acknowl- 
edged The current study does not explicitly control for 
other brand-related metrics such as brand esteem and brand 
equity These variables could have an impact on stock 
returns, be correlated with brand quality, and therefore lead 
to omitted variable bias However, such a bias 1s unlikely to 
be a serious concern in the current context Unantıcıpated 
changes 1n brand esteem do not have a significant effect on 
stock returns (Mizik and Jacobson 2008) Therefore, the 
lack of brand esteem as a control 1s unlikely to result in 
omitted variable bias As we note 1n the sensitivity analyses, 
the use of additional controls also does not change our 
results Finally, the use of a fixed-effects panel data model 
accounts for firm-specific unobservables and therefore 1s 
likely to mitigate omitted variable bias (see Wooldridge 
2009) 

Another potential limitation of the study 1s the short 
time frame of the data considered (2000-2005) While the 
length of the time frame 1s unlikely to bias our conclusions, 
future studies could use a long time series and examine 
whether the impact of unanticipated changes 1n brand qual- 
ity on shareholder wealth varies across economic expan- 
sions and recessions Finally, the analysis 1s based on brand 
quality measures collected from consumers in the United 
States, while many of the brands 1n the sample are sold 
globally 


Implications for Marketing Theory 


The hypotheses and empirical results in the current study 
have several implications for the research 1n the marketing— 
finance interface First, the study brings to fore the 1mpor- 
tance of examining both the risk and returns 1mplications of 
marketing metrics We find that while unanticipated 
changes in brand quality can enhance stock returns and 
lower idiosyncratic risk, they can also make a firm's stock 
returns more vulnerable to the stock market movements 
This finding resonates with the recent anecdotal evidence 
that companies with higher quality were hurt more during 
the recent recession For example, recently Procter & Gam- 
ble reported that 1t was “cutting prices and increasing pro- 
motions across nearly 10% of its household brands ın a bid 
to raise volume sales and its market share The company 
lost market share for key brands during the recession, as 
consumers traded down from its pricier offerings” (Wall 
Street Journal Online 2009) 

Second, the current study advances a contingency 
theory of the marketing-finance interface The results 
strongly support the argument that investors view unantici- 
pated increases in brand quality less favorably 1f accompa- 
nied by decreases 1n current-period earnings because it 1s a 
signal that a firm does not have the resources to maintain 
and enhance its brand quality (see Figure 1, Panels A and 
C) Indeed, the financial press has begun to highlight well- 
known, high-quality brands (e g , Reader’s Digest, Block- 


buster) that are likely to disappear due to the lack of 
resources to support them (24/7 Wall Street 2010) 

We also find that unanticipated increases 1n brand qual- 
ity become more valuable as competition increases (ie , 
unanticipated decreases 1n industry concentration, see Fig- 
ure 1, Panels B and D) This result adds to the emerging 
empirical literature on the resource-based view in market- 
ing that identifies other marketing metrics (e g , relationship 
multiplexity) that are more valuable 1n competitive environ- 
ments (eg, Tuli, Bharadwaj, and Kohl 2010) Further 
research, therefore, should not only examine the main 
effects of marketing metrics on stock returns and risk but 
also consider the moderating effects of both firm- and 
industry-level factors 

Third, results of this study underscore the differences 1n 
the impact of individual marketing assets and instruments 
on shareholder wealth While unanticipated changes in 
brand quality have a positive ımpact on changes ın system- 
atic risk, advertising (McAlister, Srinivasan, and Kim 2007) 
and brand equity (Rego, Bullet, and Morgan 2009) lower 
systematic risk 

McAlister, Srinivasan, and Kim (2007) argue that 
advertising enhances brand equity, which in turn lowers 
systematic risk The opposite conclusion in this study could 
be a result of the difference between the impact of advertis- 
ing on brand equity and brand quality Brand quality 1s one 
dimension of brand equity, an aggregate construct with 
other dimensions such as awareness, purchase considera- 
tion, and distinctiveness (Rego, Bullet, and Morgan 2009) 
The impact of advertising on brand equity, and therefore 
systematic risk, could be driven by its impact on other com- 
ponents of brand equity Indeed, a recent study found that 
advertising has a significant impact on brand awareness but 
not on brand quality (Clark, Doraszelski, and Draganska 
2009) 

Similarly, while the current study finds a significant 
impact of unanticipated changes 1n brand quality on stock 
returns, Mizik and Jacobson (2008) do not find a significant 
effect of unanticipated changes in brand esteem Brand 
esteem 1s also an aggregate construct that includes quality 
as one dimension (others being leadership, regard, and reli- 
ability) In summary, the differences between the results of 
this study and others that examine related constructs ındı- 
cate that the effects of individual brand attributes on share- 
holder wealth are likely to differ Finally, the positive 
impact of unanticipated changes 1n brand quality on stock 
returns in this study combined with results of prior studies 
(see Table 1) suggests that the value relevance of brand 
quality could be viewed as an empinical generalization 


implications for Managers 


Disclosure of brand quality The significant effects of 
unanticipated changes 1n brand quality on stock returns and 
changes in risk metrics support the practice of firms dis- 
cussing brand quality with investors However, as Figure 1 
shows, investors are likely to be less responsive to unantıcı- 
pated changes 1n brand quality 1n the presence of unantici- 
pated decreases 1n current-period earnings or for firms fac- 
ing unanticipated increases in industry concentration 


Managers facing such conditions, therefore, need to be cog- 
nizant of the impact of these factors 

This also suggests that managers need to explore 
options in framing their disclosure of brand quality infor- 
mation ın a manner that 1s likely to make the investors 
appreciate brand quality even in the presence of unantici- 
pated decreases (increases) in current-period earnings 
(industry concentration) For example, in disclosing brand 
quality under such circumstances, managers could articulate 
its long-term benefits (e g , higher loyalty, lower price sen- 
sitivity) to convince investors of the importance of brand 
quality This is a preliminary conjecture, and further 
research could be directed at examining how alternative 
ways of framing the disclosure of marketing metrics could 
elicit better responses from investors under conditions such 
as unanticipated decreases 1n earnings 


Reporting brand quality The significant impact of 
unanticipated changes 1n brand quality on shareholder 
wealth also implies that perhaps brand quality should be 
measured and disclosed regularly in firms’ annual Securı- 
ties and Exchange Commussion (SEC) filings (Wiesel, 
Skiera, and Villanueva 2008) However, the statistical S1g- 
nificance of a metric 1s only a starting point 1n the discus- 
sion for inclusion 1n SEC filings Other criteria such as a 
cost-benefit analysis, reliability, and comparability also 
need to be evaluated (see Lambert 1998) Because the dis- 
closures of such intangible assets are usually discretionary 
and are not standardized by generally accepted accounting 
principles, they impede a clear understanding of their value 
to investors Therefore, marketers need to develop industry- 
wide standards to measure marketing metrics and encour- 
age adoption by the financial community The emerging ını- 
tiative of the Marketing Standards and Accounting Board 
seems to be a step 1n that direction 


Risk implications. The impact of unanticipated changes 
in brand quality on changes in risk alerts senior managers to 
its risk implications On the positive side, the negative 
impact on changes 1n idiosyncratic risk 1s general and not 
conditional on the two moderators examined This result 1s 
important because idiosyncratic rısk 1s a key metric that 
managers, financial analysts, and investors follow (Goyal 
and Santa-Clara 2003) Indeed, high idiosyncratic risk can 
put the survival of a firm at risk, hamper efforts to acquire 
or divest firm stock, and affect the value of stock options 
(e g , Clayton, Hartzell, and Rosenberg 2005) 

However, the positive umpact of unanticipated changes 
in brand quality on changes in systematic risk suggests that 
senior management needs to be aware of the rısk-return 
trade-offs An increase ın systematic risk implies that the 
Stock returns expected by investors also increase because 
systematic risk 1s a key determinant of returns expected by 
investors and analysts (Brealey, Myers, and Allen 2008) 6 
Consider a case in which the annual risk-free rate of return 
is 1% and stock market return 1s 5% The expected returns 
from firm with systematic risk of 1 will be 5% We find that 


—————————————— — 

SAccordıng to Brealey, Myers, and Allen (2008, p 214), 
Expected Returns = Risk-Free Rate of Return + Systematic Risk x 
(Market Return — Risk-Free Rate of Return) 
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a unit increase in brand quality results in an increase of 26 
units ın systematic risk. Therefore, the returns expected by 
investors for a firm whose systematic risk increases from 1 
to 1 26 would increase from 5% to 6 0496, an increase of 
almost 21% Similarly, systematic risk increases the cost of 
capital and 1s used by 80% of financial managers 1n their 
calculations for the same (Graham and Harvey 2001) 
Therefore, senior managers need to be alert to these sec- 
ondary effects of changes in brand quality on investor 
expectations and cost of capital 

In summary, the challenge for managers 1s to harvest the 
benefits of brand quality without increasing systematic risk 
The results suggest that the deleterious impact of unantici- 
pated changes in brand quality on changes in systematic 
risk 1s mitigated 1n the presence of unanticipated increases 
jn current-period earnings Consequently, managers need to 
adopt a joint focus on building brand quality and ensuring 
that current-period earnings are not compromised 


Employee evaluation Firms frequently use brand quality— 
related measures for performance evaluation because it 1s a 
forward-looking concept (e g , Campbell 2008, Luft 2009) 
The results of the moderator analyses suggest that in using 
brand quality as an employee evaluation tool, senior man- 
agers need to ensure that employees do not abuse incentive 
mechanisms by sacrificing current-period earnings to aug- 


ment brand quality Indeed, recent research suggests that 
employees tend to adopt short-term initiatives (eg , dıs- 
counts) to enhance their performance in terms of non- 
financial measures (see Marginson et al 2010) 

In addition, managers 1n firms faced with unanticipated 
increases 1n industry concentration cannot afford to be com- 
placent about brand quality improvements, because the 
impact on systematic risk can be magnified ın such condı- 
tions Conversely, the finding that improvements 1n brand 
quality are more valuable 1n more competitive markets 
bodes well for marketing managers 1n that 1t demonstrates 
the value of marketing investments 1n brand quality to 
senior management Indeed, research suggests that firms in 
more competitive industries are more likely to use non- 
financial performance measures (Banker and Mashruwala 
2007) 


Conclusion 


The impact of brand quality on shareholder wealth 1s of 
relevance to managers, investors, and marketing research 
The hypotheses and results in this study elaborate on sev- 
eral issues of managerial importance and bring to the fore 
issues that need scholarly investigation We hope that this 
study provides an impetus for further research on this 
important topic 


———————————————————————H——— — —Á—————————————— 
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The Repetition-Break Plot Structure 
Makes Effective Television 
Advertisements 


The plot structure in television advertisements can enhance consumers’ brand attitudes and foster increasing 
consumer and industry recognition A corpus analysis of contemporary television advertisements shows that 
advertisements using the repetition-break plot structure are a small percentage of television advertisements but a 
large percentage of Clio and Effie award-winning advertisements They are also likely to attain postings and views 
on YouTube Three experiments using television advertisements from contemporary brands show that repetition- 
break advertisements are persuasive, leading to more favorable brand attitudes and greater purchase intentions 
than similar plot structures and that this effect is attributable in part to the advertisements being more engaging 
Thus, a theoretically explainable and generic plot structure yields effective advertisements The result is a new and 
flexible tool for marketing professionals to use to generate advertisements, with guidelines for when and why it 


should and should not be effective 


Keywords repetition-break, advertising, narratives, ad structure, surprise, engagement 


with brands (Allen, Fournier, and Miller 2008, Poly- 

orat, Alden, and Kim 2009) However, consumers 
vary ın what they find engaging and, as such, enhancing 
consumer engagement has been a challenge (Homberg, 
Steiner, and Totzek 2009, Rumbo 2002, Yankelovich and 
Meer 2006) One means of addressing this challenge is to 
tell better and more universal stories to draw consumers 
in—that 1s, to develop engaging advertising by spurring 
thinking and transporting consumers 1n narratives (Adaval 
and Wyer 1998, Wang and Calder 2009, Wentzel, Tomczak, 
and Herrmann 2010) We report novel evidence that an old 
narrative structure found ın folktales around the world (e g , 
the Three Billy Goats Gruff, Barbeau 1960, Chophel 1984, 
Zipes 2002), called the repetition-break plot structure 
(Loewenstein and Heath 2009), is surprisingly potent ın 
modern advertisements In doing so, we contribute to mar- 
keting research showing that broadly valued and exception- 
ally creative communications can be generated through pre- 
dictable underlying recipes for structuring advertising 
content In support of this possibility, some existing effec- 
tive advertisements use the repetition-break plot structure, 
so called because it uses a repetitious series of similar 


A dvertisers seek to increase consumer engagement 
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events to establish a pattern that 1s then extended or broken 
by a final event to generate new meaning (Loewenstein and 
Heath 2009) The similarity of the initial events spurs 
people to compare them and thereby generate a novel 
expectation, which sets up an opportunity for the final event 
to deviate and generate surprise For example, one of the 
most successful advertising campaigns of the past 20 years 
is MasterCard’s “Priceless” campaign The first advertise- 
ment ran during the 1997 World Series “Two tickets $28 
Two hot dogs, two popcorns, two sodas $18 One auto- 
graphed baseball $45 Real conversation with 11-year-old 
son priceless " It was a surprising and poignant advertise- 
ment, spurring MasterCard, previously a distant second 1n the 
credit card market to Visa, to parity 1n growth and spawning a 
campaign that translated easily into more than 100 countries 

The 2010 Grand Clio award for the best television 
advertisement also used the repetition-break plot structure 
In the advertisement, Tasmanian water 1s said to be magic 
It shows a series of parallel, dramatic transformations A 
bicycle enters the water and turns into a motorcycle, a hum- 
ble ukulele enters the water and turns into a beautiful guitar, 
an old kayak turns into a new speedboat, and, 1n the final 
key transformation, ordinary beer turns into Boag’s 
Draught, the beer that 1s the subject of the advertisement 
The previous campaign for Boag’s Draught suggested it 
was a humbler product, showing construction workers lay- 
ing pipe to deliver freshly brewed beer Thus, the initial 
repetition of transformations established a pattern that was 
then extended, surprisingly, to the final item Boag's 
Draught beer must be special The new campaign spurred 
double-digit growth 

We suggest that the repetition-break plot structure, 
exemplified by the MasterCard and Boag’s Draught adver- 
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tisements, provides a general recipe for generating surpris- 
ing and engaging narratives By articulating the critical ele- 
ments of the repetition-break plot structure and document- 
ing empirical evidence in support of its effectiveness, we 
add to the body of marketing research collecting and orga- 
nizing ways to structure the content in advertisements, such 
as by using templates (Goldenberg, Mazursky, and 
Solomon 1999), rhetorical devices (McQuarne and Mick 
1996), and visual compositions (Pieters, Wedel, and Batra 
2010) We contribute to work on ad structures by examining 
whether a plot structure, or a specific pattern for structuring 
events 1n a narrative, can be an effective tool for enhancing 
consumer engagement with advertisements Prior research 
on plot structure has largely focused on plot structure 
advantages for comprehension and recall (e g , Bartlett 
1932, Thorndyke 1977) rather than engagement and has 
typically examined structure generated by causal and tempo- 
ral relations (e g , event A led to event B) rather than struc- 
ture generated by event similarity (e g , event A, event A', 
event A", event B) We also contribute to work on narra- 
tives 1n advertising (e g , Stern 1994) by examining particu- 
Jar narrative plot structures and, 1n particular, the repetition- 
break plot structure, which 1ntegrates elements of classical 
linear narratives and vignette narratives Finally, we con- 
trıbtite by providing not only a relatively simple and easy- 
to-implement recipe but also an explanation and tests of the 
processing account for when and why the recipe should 
(and should not) be effective Accordingly, 1n what follows, 
we ask and test whether repetition-break advertisements 
leverage surprise to engage consumers and increase their 
involvement with brands We provide a theoretical explana- 
tion for why the plot structure 1s an effective recipe, exam- 
ine the scope of its potential, and document its effective- 
ness The result 1s evidence that the repetition-break plot 
structure 1s an underused, flexible, and valuable tool for 
marketers 


Comparison-Generated Surprise 


In the face of complaints that the audience 1s increasingly 
fragmented and disconnected, previous observations about 
the role of surprise ın narratives have come up short 
because they provide no general guidance about how to 
engage a nonhomogeneous audience that may not share 
underlying expectations Central to prior discussions of 
why particular advertisements are engaging 1s that they sur- 
puse viewers by deviating from viewers' expectations (Lee 
2000, Peracchio and Tybout 1996), leading them to resolve 
the 1ncongruity (Speck 1991) The combination of surprise 
and resolution 1s the primary explanation for why humorous 
advertisements are engaging (Alden, Hoyer, and Lee 1993, 
Woltman Elpers, Mukherjee, and Hoyer 2004) and why cre- 
ative advertisements are engaging (Yang and Smith 2009) 
Critically, surprise 1s also a key factor ın why ad structures — 
such as rhetorical figures (McQuarrie and Mick 1996, 
2003) and templates (Goldenberg, Mazursky, and Solomon 
1999)—are effective The advertisement structures provide 
recipes for how to deviate from consumers’ prior expecta- 
tions to surprise and engage them A general consistency, 
then, 1n prior discussions of humor, creativity, and adver- 


106 / Journal of Marketing, September 2011 


tisement structures 1s the assumption that viewers come to 
the advertisement with the expectation that 1t will disrupt 
Repetition-break advertisements differ in that they first 
teach the expectation that they later disrupt The repetition- 
break plot structure creates surprises endogenously 

Creating surprise by teaching expectations that are then 
disrupted 1s powerful because 1t allows advertisements to be 
engaging 1n novel ways and to a broad array of viewers 
Marketers have the challenge of appealing to an increas- 
ingly diverse and fragmented array of consumers With the 
repetition-break plot structure, marketers do not need to 
rely on just those consumers who already have the right 
expectation or depend on consumers having consistent 
expectations For example, McQuarrie and Mick (1999) 
find that some advertisement structures failed to be effec- 
tive for foreign consumers and argue that the structures 
failed because these consumers did not bave the requisite 
background expectations Because repetition-break adver- 
tisements teach expectations, they can avoid this problem 
Repetition-break advertisements can create surprises with 
novel expectations, such as by constructing a narrative logic 
relying on magic Tasmanian water, a fiction that could not 
be commonly known or expected among consumers 
Because the repetition-break plot structure both generates 
an expectation endogenously and then violates ıt to gener- 
ate surprise, it provides a complete recipe for generating 
consumer engagement 

Our explanation for why the repetition-break plot struc- 
ture 1s effective rests on psychological research on compari- 
son and surprise (Markman and Loewenstein 2010) The 
repetition-break plot structure leads people to draw com- 
parisons by relying on surface similarity and close temporal 
succession of the initially repeated events, which encourage 
people to compare the events (Loewenstein and Gentner 
2001) When people draw comparisons, 1t encourages them 
to attend to commonalities and prompts them to form gen- 
eralizations (Gentner and Markman 1997) As a result of 
these psychological tendencies, the initial repetition phase 
of the repetition-break plot structure leads people to com- 
pare events and form an expectation about how subsequent 
events should unfold The expectation could be familiar or 
novel to viewers Critically, however, all viewers should 
have the 1nformation from comparing the initial repeated 
events to form the expectation, and viewers drawing com- 
parisons to form the expectation 1s the first reason people 
find repetition-break advertisements engaging 

The expectation derived from comparing the initial events 
sets up the possibility for a final event 1n the repetition- 
break plot structure to deviate from the pattern and generate 
surprise Deviating from the pattern spurs cognitive efforts 
to resolve the 1ncongruity and make sense of the final event 
and the larger meaning of the narrative. This should gener- 
ate further engagement with the advertisement and brand 
Generating surprise 1s 1mportant because 1t heightens affec- 
tive responses (Mellers 2000) Thus, repetition-break adver- 
tisements should influence consumers’ cognition and affect, 
key drivers of ad effectiveness (Vakratsas and Ambler 
1999) Repetition-break advertisements should also be 
involving because they engage viewers by leading them to 
form an expectation, experience a disruption and thus sur- 


prise, and then resolve the expectation with a heightened 
level of affect 

Repetition-break advertisements can surprise and engage 
viewers for a variety of purposes Because the repetition- 
break plot structure should invoke surprise and incongruity 
resolution, it 1s a means for generating humor (Speck 1991) 
It overlaps with what ın comedy ıs called the “law of 
threes,” whose typical form 1s “setup, setup, punch line ” 
However, our explanation and empirical evidence suggest 
the law of threes 1s a bit of a misnomer because a repetition- 
break plot can use any number of repetitions to set up the 
initial schema before the break For example, the “Prıce- 
less” campaign typically uses a “law of fours” structure, 
with three repetitions before a break, and 1t sometimes uses 
as many as 20 initial repetitions 

More important, the repetition-break plot structure 1s 
not just a recipe for humor Repetition-break advertisements 
can be engaging without being funny Some of the “Price- 
less” advertisements, for example, are funny, but many others 
are touching, like the first one shown during the World Series 
A Peruvian Cancer Foundation advertisement, a 2005 Cho 
gold medal winner, provides a powerful example of a non- 
humorous repetition-break advertisement It shows a street 
magician repeatedly performing tricks and collecting money 
The break in the sequence comes when his final trick 1s to 
regrow the hair on a child bald from cancer treatments—the 
implication being that giving money to physician-magicians 
for cancer research enables seemingly magical cures for 
sick children (The advertisement made our research assis- 
tants cry) If there 1s a common result of engaging con- 
sumers with repetition-break advertisements, we suggest 1t 
1s to increase consumers’ interest 1n and affective responses 
toward products and brands 


Overview of the Studies 


Thus article makes a contribution to the literature by showing 
when and why repetition-break advertisements are effec- 
tive There 1s initial support for the repetition-break struc- 
ture contributing to jokes, folktales, and music being liked 
and being socially selected (Loewenstein and Heath 2009, 
Rozin et al 2006) These studies provide initial data show- 
ing that the repetition-break plot structure contributes to 
people’s evaluations of the narrative itself We extend these 
findings by showing that the plot structure 1s persuasive 
Not only do we show that advertisements with repetition- 
break plot structures themselves are evaluated positively, 
we go on to show the important next step, namely, that 
engagement with the advertisements also creates positive 
attitudes about brands 

The studies make several additional contributions 
Demonstrating repetition-break effects ın the domain of 
television advertising 1s consequential Tests of real-world 
advertising effectiveness show that substantial variance 1s 
due to the quality of the advertisements themselves Adver- 
tising expenditures only extend the effectiveness of good 
advertisements, they do not improve the effectiveness of 
weak advertisements (Hu, Lodish, and Krieger 2007) The 
implication is that repetition-break advertisements are 
important to examine because they could provide a concrete 


and flexible tool for structurıng effective advertisements, 
provided they have more backing than a few anecdotal suc- 
cesses We provide evidence that the repetition-break plot 
structure yields advantages both for social selectivity 1n the 
form of YouTube postings and for industry selectivity 1n the 
form of major industry awards 

Finally, the current studies provide tests of the psycho- 
logical processing account for why the repetition-break plot 
structure 1s effective An advantage of the repetition-break 
plot structure, compared with some other proposed adver- 
tisement structures, 1s that we provided an analysis of the 
underlying psychological processing for its success This 
led us to test, for example, whether comparison 1s critical to 
the plot structure's success We examined whether repetition- 
break advertisements are engaging by both observing self- 
report measures and testing whether repetition-break adver- 
tisements stand out from the clutter of being exposed within 
sequences of multiple advertisements We examine different 
kinds of outcomes to show the scope of the repetition-break 
plot structure's effectiveness and find that it 1s not particu- 
larly effective for generating baseline brand awareness but 
ıs specifically important for spurring brand involvement 
The result 1s a substantial extension of the evidence sup- 
porting the understanding of when and why the repetition- 
break plot structure works 


Study 1 


We have argued that the repetition-break plot structure 
should generate surprise and interest 1n. broad audiences 
because it generates the expectation it relies on to generate 
surprise In this study, we show that industry judges dispro- 
portionately select repetition-break advertisements for 
being creative and effective We also show that consumers 
select repetition-break advertisements, posting and viewing 
them on YouTube with greater frequency than other types 
of advertisements 

To examine these possibilities, we examined cross- 
sections of advertisements at three levels of industry selec- 
tivity low selectivity in the form of advertisements recorded 
straight from television, moderate selectivity in the form of 
advertisements included in an industry database, and high 
selectivity in the form of advertisements winning gold medal 
industry awards We predicted that as the level of selectivity 
increases, the proportion of television advertisements using 
the repetition-break plot structure would increase 

We also examined consumers’ selectivity by tracking 
the number of times consumers posted and viewed adver- 
tisements on YouTube We predicted that repetition-break 
advertisements should promote posting and viewership 

To provide points of comparison, we also tracked adver- 
tisements using two related plot structures repetition and 
contrast We defined the two related structures according to 
their likeness to the repetition-break plot structure and sug- 
gestive findings 1n the literature For our purposes, a televi- 
sion advertisement with a repetition plot structure consists 
of a series of similar events, similar to the beginning of a 
repetition-break plot structure It differs 1n that 1t does not 
have a break For example, an advertisement might consist 
of a senes of events, each showing a consumer happily 
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using a product, as 1s common in vignette advertisements 
(Stern 1994) Note that our definition of “repetition” per- 
tains to the repetition of events 1n an advertisement, 1n con- 
trast to most prior discussions of repetition 1n advertising, 1n 
which it 1s defined as seeing a given advertisement multiple 
times (e g , Campbell and Keller 2003) Closer to our use 1s 
prior work on repetition in narratives, which has empha- 
sized the 1mportance of repetition of events as well as 
repeated words and phrases for making narratives memo- 
rable (Rubin 1995) Repetition in the form of repeated use 
of a word or 1mage has also proved to be effective as a 
rhetorical structure ın advertisements (e g , McQuarnie and 
Mick 1996) Thus, if repeated events function similar to 
other uses of repetition, the repetition plot structure should 
help make advertisements memorable Still, because a repe- 
tition plot structure does not have a break to generate sur- 
prise, we suggest 1t should be less likely than the repetition- 
break plot structure to generate engaging, effective 
advertisements 

The second alternative plot structure we considered 1s 
the contrast plot structure In our use, advertisements with a 
contrast plot structure consist of showing two related but 
differing events For example, an advertisement might show 
an event before buying the product and an event after buy- 
ing the product or an event by a nonuser of the product fol- 
lowed by an event by a user of the product The contrast 
plot structure 1s similar to the repetition-break structure 1n 
that there 1s a break or shift between events, but there 1s just 
one 1nitial event rather than several At least some forms of 
contrast have been shown to be effective (Goldenberg, 
Mazursky, and Solomon 1999), and resolving contrasts has 
been argued to be critical for generating humorous adver- 
tisements (Alden, Hoyer, and Lee 1993) However, the con- 
trast plot structure lacks the initial comparison, which 
should make it less engaging than the repetition-break plot 
structure Furthermore, 1f advertisements need to be easily 
interpretable (as, eg , Woltman Elpers, Mukherjee, and 
Hoyer 2004 argue), this could limit advertisers to drawing 
contrasts along easy-to-identify dimensions, such as bad- 
good, old-new, and boring-exciting Alternatively, some 
consumers could fail to grasp more novel contrasts Either 
way, advertisements using contrast plot structures are at risk 
of failing to surprise and engage consumers 

The repetition and contrast plot structures are similar to 
the repetition-break plot structure and draw on some of the 
same mechanisms, which makes them useful bases for com- 
parison Still, because the repetition plot structure does not 
generate a change and the contrast plot structure cannot as 
readily establish a new expectation or ensure that con- 
sumers will form the same expectation, we predict that 
these plot structures should not confer as much of an advan- 
tage for 1ndustry and consumer accolades as the repetition- 
break plot structure 


Methods 


Materials We generated corpora including a total of 
957 television advertisements representing three levels of 
industry selectivity As a proxy for a low level of social 
selectivity, we recorded advertisements shown during day- 
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time and prime-time television shows We recorded four 
one-hour segments of television from four networks (ABC, 
CBS, NBC, and FOX) We recorded segments between the 
hours of 9 30A M and 7 PM for the daytime sample and 7 
PM —10 PM for the prime-time sample, randomly sampling 
time slots over two three-day periods We coded every 
unique advertisement shown over those 16 hours for consis- 
tency with the other samples, which did not include mülti- 
ple instances of the same advertisement, though the statisti- 
cal results are unchanged 1f we include the full sample We 
found that 9% of the daytime sample and 25% of the prime- 
time sample appeared more than once, yielding 232 unique 
daytime and 253 unique prime-time advertisements 

As a proxy for a moderate level of 1ndustry selectivity, 
we sampled advertisements from a selective online data- 
base, Adforum com's Creative Library According to its 
website, Adforum's goal for the database 1s to provide the 
“best of advertising creativity worldwide,” collected from 
an array of awards shows, agencies, and production compa- 
nies We gathered 300 advertisements by drawing random 
samples from the Adforum com database from four national 
markets (United States, United Kingdom, Canada, and Aus- 
tralia) and four product categories (apparel, retail, consumer 
electronics, and beverages) As a marker of the selectivity 
of the advertisements in the Adforum com database, 29% of 
the advertisements 1n our sample had won some kind of 
industry award or honor 

As a proxy for a high level of 1ndustry selectivity, we 
gathered advertisements winning gold medal Cho or Effie 
awards The Clio awards are one of the largest and most 
prestigious competitions in the advertising industry and, 
according to the Clio website, are given to “celebrate and 
reward creative excellence " Effie awards are granted 
specifically to reward effective advertising, and the largest 
component of the judges’ scores 1s their evaluations of 
results—evidence that the advertising led to meeting and 
exceeding campaign objectives, such as for increasing 
sales, market share, and performance relative to competi- 
tors We selected advertisements winning awards 1n a prod- 
uct or service category, such as automotive, beverages, and 
consumer electronics. We 1gnored advertisements winning 
Clio awards for animation, music, and the like We used the 
Adforum com database and the Clio website to collect 66 
Clio and 106 North American and European Effie gold 
medal—winning television advertisements for a product 
category given from 2001 through 2009 


Coding Two raters blind to the hypotheses of the study 
coded all the advertisements into one of four plot structure 
categories repetition-break, repetition, contrast, and other 
This coding was done solely by evaluating the events 1n the 
advertisements whether there were multiple events 1n the 
advertisement and, if so, if those events related to each 
other 1n the patterns specified by the repetition-break, repe- 
tition, or contrast plot structures The overall level of agree- 
ment was 86%, « = 72 Coders resolved disagreements 
with discussion We present their consensus judgments, 
their original individual judgments yield the same qualita- 
tive pattern 


YouTube searches To generate measures of consumer 
recognition of advertisements, we generated YouTube 
searches for every repetition-break, repetition, and contrast 
advertisement from the Adforum com sample (moderate 
selectivity) Thus, we were not looking at the proportion of 
advertisements with a given structure but rather whether 
one particular structure, the repetition-break plot structure, 
tended to generate more recognition The searches had a 
standard form, combining the word “ad” (pilot testing 
showed it equivalent to commercial"), the brand name, 
and the advertisement name (listed on Adforum com) If no 
advertisement was found, we dropped part or all of the 
advertisement name from the search and examined the list- 
ings We searched all advertisements without knowledge of 
their plot structure to avoid bias We recorded the number 
of instances of the advertisement present on YouTube (any 
given advertisement could be posted more than once) and 
the total number of views across all instances as of July 9, 
2010 


Humor ratings Because of the potentially close rela- 
tionship between the plot structures and humor, we gener- 
ated ratings of the humor of the most selective advertise- 
ments as a check for whether humor was necessary for an 
advertisement’s success We had each of the Effie and Clio 
gold medal—winning advertisements that were coded as using 
repetition-break, contrast, or repetition plot structures rated 
by 15 participants recruited through Amazon’s Mechanical 
Turk online community as to how funny they were (1 = 
“not at all funny,” and 7 = “very funny”) and how funny 
they thought the advertisement was intended to be (1 = “not 
supposed to be funny,” 2 = "supposed to be a little funny,” 
and 3 = “supposed to be very funny") 


Results 


We found that repetition-break television advertisements 
increase in proportion as the level of industry selectivity 


increases Specifically, we found relatively few repetition- 
break advertisements 1n the low-selectivity samples from 
daytime (5%, 95% confidence interval [CI] 396—896) and 
prune-time (3%, 196—796) television We found more ın the 
moderate-selectivity sample from Adforum com (20%, 
1676—2590) and the high-selectivity samples from the Effie 
gold medal winners (21%, 1496-2992) and the Cho gold 
medal winners (36%, 2690—4896) The trend for the propor- 
tion of repetition-break advertisements to increase with 
increasing levels of selectivity was reliable (X7(4, N = 958) = 
85 42, p < 0001, Cramer’s V = 30, see Figure 1) The 
implication 1s that repetition-break television advertisements 
are substantially overrepresented, compared with their low 
base rate 1n the population of advertisements broadcast on 
television, 1n samples of industry-recognized advertise- 
ments This 1s consistent with our claim that repetition- 
break plots provide an advantage for industry selection 

We found little support for claiming that the repetition 
and contrast plot structures provide advantages for industry 
selection The percentage of advertisements using a repeti- 
tion plot structure was stable across low, medium, and high 
levels of industry selectivity daytime television 16% (95% 
CI 12%-21%), prime-time television 12% (976—1796), 
Adforum com 17% (12%-22%), Effie gold medal award 
winners 9% (5%—16%), and Clio gold medal award winners 
17% (10%-27%) The percentage of advertisements using a 
contrast plot structure was also stable across levels of 
industry selectivity daytime television 9% (6%-13%), 
prime-time television 11% (8%-—16%), Adforum com 11% 
(8%-15%), Effie gold medal award winners 10% 
(6%-17%), and Clio gold medal award winners 6% 
(2%-15%) The implication ıs that repetition and contrast 
advertisements are selected in rough proportion to their 
base rates Thus, these structures can be the basis of effec- 
tive advertisements, but we do not have evidence consistent 
with these plot structures conferring selection advantages 


FIGURE 1 
Percentage of Advertisements Using Contrast, Repetition, and Repetition-Break Plot Structures 





50% 
45% 
40% 
35% 

© 30% 

25% 

20% 

15% 

10% 

5% 
0% 


Percentag 





DayTV PrimeTV 
9% 11% 


Contrast 


DayTV 
16% 








PrimeTV 


12% 


Repetition 
Ad Structure 


I 
IELE] the 
n s% 


mi 





i 
DafTV P d 
5% 


Repetition-Break 





The Repetition-Break Plot Structure / 109 


Repetition-break advertisements appear mote likely to be 
selected by industry judges than repetition and contrast adver- 
tisements In the Clio sample, the proportion of repetition- 
break advertisements was greater than the proportions of 
repetition advertisements (MacNemar test, p « 05) and 
contrast advertisements (MacNemar test, p < 0001) In the 
Effie sample, the proportion of repetition-break advertise- 
ments was greater than the proportion of repetition adver- 
tisements (MacNemar test, p = 05) and showed a tendency 
toward being greater than the proportion of contrast adver- 
tisements (MacNemar test, p = 08) Thus, the repetition- 
break plot structure seems to contribute, and contribute 
more than two closely related narrative structures, to ındus- 
try selection This supports our claim for the importance of 
the specific form of the repetition-break plot structure 

Turning to the data on consumer selectivity, we examined 
the YouTube views for repetition-break, repetition, and con- 
trast advertisements from the Adforum com sample Because 
there were 142 such advertisements and the number of 
views was strongly skewed (ranging from 1 to 7,062,049), 
we used the natural log of YouTube views for our analyses 
We also combined the repetition and contrast advertise- 
ments into one group because of the relatively low number 
of contrast advertisements and the similar patterns shown 
by the two types We found that repetition-break advertise- 
ments (M = 5 33, SE= 65) gathered more YouTube views, 
on average, than repetition or contrast advertisements (M = 
3 43, SE = 53, t(140) = 2 27, p < 05) This means that the 
repetition-break advertisements gathered, on average, about 
six times more YouTube views than repetition or contrast 
advertisements We also found that 38% of the repetition- 
break advertisements had been posted to YouTube more 
than once, whereas just 15% of the repetition and contrast 
advertisements had been (X7(1, N = 142) = 10 48, p < 01) 
Thus, repetition-break advertisements appear more likely to 
be recognized by consumers, in other words, people choose 
to share and watch them more than advertisements with 
related plot structures 

We used the corpora to probe for the advertising con- 
texts ın which repetition-break advertisements might be 
particularly effective but found little sign of systematic pat- 
terns Examining the Adforum com corpus, which was gen- 
erated according to systematic sampling from national mar- 
kets and product categories, we found no clear effects of 
national market (United States, United Kingdom, Canada, 
and Australia) or product category (apparel, retail, con- 
sumer electronics, and beverages) in the proportions of 
repetition-break, repetition, or contrast advertisements 
Across all the corpora, we found that repetition-break 
advertisements appeared 1n a broad array of national mar- 
kets, including the United States, Canada, Argentina, Brazil, 
Peru, the United Kingdom, France, Germany, Italy, Spain, 
South Africa, Australia, Malaysia, and Thailand We found 
them used for a broad array of product categories, including 
apparel, automotive, banking, beverages, consumer elec- 
tronics, insurance, Internet sites, media, retail, and public 
service We found repetition-break advertisements for 
major global brands, including Adidas, American Express, 
Budweiser, Honda, IKEA, Levi's, and Wal-Mart, as well as 
much smaller brands, including Aristoc, Bluewater Shopping 
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Centre, Bonjour Paris French School, German Ministry for 
the Environment, and Nomis shoes The implication 1s that 
the repetition-break plot structure has the potential for 
broad application 

One interesting consideration, raised by reviewers, was 
whether ın practice the repetition-break plot structure 1s 
merely a proxy for humor in advertising To address this 
consideration, we gathered ratings for the Effie and Clio 
gold medal award winners and found that the repetition- 
break advertisements (M 3 25, SE — 14) were no funnier, 
on average, than repetition advertisements (M = 3 09, SE = 
24, t(64) = 58, p = 56) or contrast advertisements (M = 
3 24, SE = 28, t(59) = 01, p = 99 All the plot structures’ 
average ratings were below the midpoint of the scale (t, = 
—2 64, Prin = 02), implying that ın general, the advertise- 
ments were not experienced as being particularly funny 
(We also note that ad duration was inconsequential here, 
there was no relationship between humor and the duration 
of the advertisements [r(81) 2 — 09, p = 42], nor did a one- 
way analysis of variance (ANOVA) show a relationship 
between duration and ad structure [F(2,78) = 1 59, p= 21]) 
In addition, we found a similar pattern ın raters’ ınterpreta- 
tions of the advertisers' 1ntentions for the advertisements to 
be funny The repetition-break advertisements (M = 1 97, 
SE = 07) were not viewed as having been intended to be 
funnier than repetition advertisements (M = 1 88, SE — 10, 
t(64) = 79, p = 43) or contrast advertisements (M = 2 06, 
SE = 12, t(59) = — 65, p = 52) Thus, repetition-break, 
repetition, and contrast advertisements can all be funny, yet 
repetition-break advertisements are not distinctly funnier 
than the other structures, and generating humor 1s not critt- 
cal for these plot structures to generate highly effective and 
creative advertisements 


Discussion 


Taken together, our results provide support for the claim 
that the repetition-break plot structure fosters industry and 
consumer selection of advertisements The proportion of 
television advertisements using the repetition-break plot 
structure increased with higher industry selectivity and 
accounted for approximately a quarter of two top industry 
awards 1n the past decade This differed from our findings 
for repetition and contrast, which showed no clear signs of 
contributing to industry selection Moreover, repetition- 
break advertisements gathered more views on YouTube and 
were more likely to be posted multiple times than contrast 
and repetition advertisements, evidence that the repetition- 
break plot structure fosters consumer selection This evi- 
dence 1s consistent with our claim that there is specific 
value to the particular sequence of events comprising the 
repetition-break plot structure 

We argue that the repetition-break plot structure 1s use- 
ful for generating surprise and for more than just humor We 
found support that even for Clio and Effie gold medal win- 
ners, the repetition-break plot structure 1s frequently used 
for other reasons than to be funny This is supported by 
some of the comments generated by raters who gave adver- 
tisements the lowest humor ratings but clearly found them 
engaging and effective, such as "It was not funny, but 1t was 


exciting to watch, and was definitely attention getting” and 
“T would rate this as a powerful ad Hits one in the gut 
Highly memorable ” 

Marketers could use the repetition-break plot structure 
far more than they do currently Only about 4% of adver- 
tisements drawn straight from television used the plot struc- 
ture This 1s consistent with Goldenberg, Mazursky, and 
Solomon’s (1999) finding that only 25% of non-award- 
winning advertisements used the recipes they identified for 
award-winning advertisements However, we suspect there 
15 opportunity for using the repetition-break plot structure 
more frequently, because across our entire corpus we found 
repetition-break advertisements for almost every product 
category and national market we examined If the plot 
structure 1s unfamiliar to marketers, 1f they have an implicit 
understanding of 1t rather than understanding it explicitly as 
a generic plot structure, or 1f they believe it 1s just about 
having three events or just about being humorous, the evi- 
dence in this study provides reasons the format could be 
used productively much more often than it 1s currently 


Study 2 


In addition to television advertisements using the repetition- 
break plot structure generating industry and consumer 
attention and accolades, we suggest that repetition-break 
advertisements should also be persuasive and influence 
individual consumers’ involvement with brands To exam- 
ine this, we generated an experiment to test individual 
brand attitudes toward ads with and without repetition- 
break plot structures 

We gathered multiple repetition-break advertisements 
from the Adforum com database Then, for each advertise- 
ment, we generated two kinds of controls The first control 
is a check on our processing account for why repetition- 
break advertisements are effective and, specifically, our 
claim that the initial repetition 1s useful to prompt people to 
draw comparisons and thus generate expectations In these 
controls, we edited out the second, third, or further events 
that repeated the initial event, leaving the initial event and 
break event intact We call these "contrast" controls, which 
arguably remove only redundant information and leave 
intact the shift from the initial event to the final event that 
provides a basis for generating surprse For example, in 
one advertisement, a driver waits at a traffic light and a 
bicycle rider stops and rests his hand on the driver's car, 
annoying the driver Traffic advances, the driver once again 
stops at a traffic light, and then the rider once more stops 
and rests his hand on the driver's car, annoying the driver 
again At the third light, the driver backs up just as the bicy- 
cle rider arrives and begins to lean on the car, so the rider 
falls The driver gets his revenge for someone touching his 
precious car, indicating how attached drivers are to this 
brand of cars In the edited version of the advertisement, we 
removed the second event so that the first event led directly 
to the break event This meant we used repetition-break 
advertisements with cleanly separable events and both audi- 
tory and visual shifts with the final event so that our edits 
were no rougher than the originals Our corpus analyses 
suggest these are not limiting restrictions 


The second kind of control is a check on the general 
effectiveness of features of repetition-break advertisements 
unrelated to its plot structure, but that surely contribute to 
its effectiveness—the brand, tagline, scenery, music, actors, 
voiceover talent, production values, and so forth For this 
second kind of control, which we call “alternative” con- 
trols, we identified non-repetition-break advertisements 
from the same campaign in which repetition-break adver- 
tisements appeared Specifically, yoked to each advertise- 
ment, we gathered television advertisements from the same 
campaign, national market, design firm, and year that did 
not use a repetition-break plot structure Whenever possi- 
ble, we gathered a randomly drawn set of three, rather than 
Just one, non-repetition-break advertisement per campaign 
so that our results would not be unduly biased by our selec- 
tion of one particular alternative advertisement Still, our 
search was restricted to campaigns that we could access, 
with multiple advertisements with different plot structures 
We attempted to compensate by maximizing the range of 
product categories and levels of brand familiarity that the 
target advertisements covered and by using multiple alter- 
native advertisements per repetition-break advertisement 
The result was a collection of three kinds of advertisement 
(repetition-break, contrast, and alternative) for each of 
seven brands We expected advertisements with repetition- 
break plot structures to generate more favorable brand atti- 
tudes than the contrast and alternative advertisements not 
using the plot structure 


Methods 


Participants A total of 136 junior and senior undergrad- 
uate students participated as part of a larger study to earn 
course extra credit Their mean age was 21 2 years, 59% 
were female, 49% were white, and 80% were native 
English speakers Exploratory data analyses revealed no 
notable relationships between these demographic variables 
and the attitude toward the brand dependent measure 


Materials and procedure We gathered advertisements 
from Adforum com because it tracks useful information 
about advertisements and because it enabled us to leverage 
our corpus analysis We identified the subset of repetition- 
break advertisements whose events were separated by edit- 
ing cuts, thereby allowing us to form edited controls with 
minimal disruption to the advertisements Of these, we 
removed those for which Adforum com did not have addi- 
tional advertisements available from the same campaign to 
serve as alternative controls Next, we removed any sets for 
which there were differences among the advertisements ın 
any awards they had won, according to the listings 1n the 
Adforum com database Finally, we dropped sets for brands 
from the same product category The result was that we 
identified sets of advertisements for seven target brands 
Adidas, Budweiser, Cotton, Fiat, IKEA, Nabob Coffee (a 
Kraft brand sold in Canada), and Wal-Mart We used the 
characteristics of the final set of advertisements (e g , prod- 
uct categories, years in which they were shown) to identify 
non-repetition-break advertisements from three comparably 
distinct brands to use as fillers Crocs, Sony, and Wendy’s 
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Participants cach watched ten advertisements (seven 
targets and three fillers) and, after each one, gave a series of 
ratings Participants rated filler advertisements first, to 
become familiar with the ratings scales and procedure, and 
then subsequently rated the target advertisements Each par- 
ticipant saw a randomly selected kind of advertisement — 
repetition-break, contrast, alternative—for each of the 
seven target brands, presented 1n one of six randomly gen- 
erated orderings Thus, each participant saw, on average, 
two or three repetition-break advertisements, two or three 
contrast advertisements, and two or three alternative adver- 
tisements Across participants, every kind of advertisement 
was rated for every brand in each order For each advertise- 
ment, participants first rated their attitude about the brand 
(e g , Grier and Deshpandé 2001), which consisted of bipo- 
lar seven-point scales assessing their attitude toward the 
brand in the advertisement they had just seen “favorable/ 
unfavorable,” “good/bad,” “pleasant/unpleasant,” and “high 
quality/low quality" (o, = 94) Participants were also asked 
whether they had seen the advertisement before 


Results and Discussion 


We found clear effects of the narrative structures in the 
advertisements We used a 3 (structure repetition-break, 
contrast, alternative) x 7 (Brand Adidas, Budweiser, Cot- 
ton, Fiat, IKEA, Nabob Coffee, and Wal-Mart) mixed-mea- 
sures ANOVA to examine the attitude toward the brand 
measure, controlling for participant and order of presentation 
We found main effects of structure (F(2, 787) = 791, p € 
001) and brand (F(6, 763) = 53 51, p « 001) We followed 
up the main effect of structure with planned contrasts We 
found that participants had more positive attitudes about the 
brand after seeing the repetition-break advertisements for 
the brand (M = 5 22, SE = 09) than the contrast advertise- 
ments (M = 4 79, SE = 09, F(1, 781) = 15 82, p < 001) and 
the alternative advertisements (M = 501, SE = 08, FC, 
806) = 4 67, p « 05, Figure 2) The repetition-break plot 
structure ıs persuasive, generating an advantage for 
people's brand attitudes 

Examining both contrast and alternative controls helps 
rule out some possible explanations for the repetition-break 


FIGURE 2 
Attitude Toward the Brand Ratings for Alternative, 
Contrast, and Repetition-Break Advertisements 
from Study 2 
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advantage Contrast controls offer the same advertisement, 
preserving the underlying shift between initial event and 
break, but without the arguably redundant repetitions Alter- 
native advertisements offer intact versions of comparable 
advertisements from the same advertising campaign Con- 
trast controls are, by definition, shorter than the repetition- 
break advertisements from which they were derived 
Although we had no theoretical reason to expect that dura- 
tion would enhance ratings—longer advertisements provide 
more opportunities to be tedious (Woltman Elpers, Wedel, 
and Pieters 2003)—we nevertheless ran an analysis to 
assess the relationship between ad duration and ratings We 
examined the relationship between duration (ranging from 
15 to 61 seconds) and mean brand attitude ratings for the 
alternative and filler advertisements because this gives the 
cleanest assessment of the effects of ad duration separate 
from any effects of the repetition-break plot structure We 
found no clear relation between duration and ratings (r(18) — 
198, p = 43, absent one outlier, the correlation drops to 
02) Thus, we have a stronger basis for claiming that there 
1s something 1mportant about the structure of the advertise- 
ments than for claiming that 1t 1s their duration that was the 
critical factor 
The main effect of brand that we found indicated that 

advertisements for the different brands generated varying 
brand attitudes From highest to lowest brand attitudes, they 
were as follows Adidas (M = 5 89, SE = 12), IKEA (M = 
5 66, SE = 11), Cotton (M = 5 50, SE = 11), Budweiser (M = 
5 16, SE = 11), Fat (M = 4 61, SE = 11), Wal-Mart (M = 
4 43, SE = 11), and Nabob Coffee (M 2381, SE = 11) 
The dıfferences across brands are large relatıve to the effect 
of plot structure, suggesting that the nature of the brand and 
overall choices for the ad campaign (in terms of style, 
music, setting, tagline, and so forth) set an intercept for par- 
ticipants’ ratings, which was then modulated by plot struc- 
ture The advantage of the repetition-break plot was robust 
across brands As a simple indication, the qualitative pat- 
terns of the raw means shows that the repetition-break 
advertisement was more highly rated than the contrast 
advertisement for six of the seven brands and was more 
highly rated than the alternative advertisement for five of the 
seven brands Thus, we find robust support for the claim that 
advertisements using the repetition-break plot structure pro- 
vide an advantage for influencing people's brand attitudes 


Study 3 


Study 3 examines repetition-break advertisements 1n more 
detail The first extension was that 1n addition to asking par- 
ticipants for their attitudes toward the brand, we also exam- 
ined how engaging they believed the advertisement itself 
was We follow research suggesting that advertisements 
requiring attention and involvement on the part of con- 
sumers, such as to decode resonance (McQuarrie and Mick 
1992) or be transported by a narrative (Wang and Calder 
2009), are likely to be engaging and therefore effective 
Because our interest was in whether the repetition-break 
plot structure could yield engaging advertisements, we 
asked about aspects of an advertisement’s effectiveness that 
reflected the full progression of engagement Specifically, 


we asked people for their impressions of how surprising the 
advertisement itself was because part of the logic for the 
effectiveness of the repetition-break plot structure 1s that it 
should generate surprise with the break We asked about the 
appeal of the story conveyed 1n the advertisement because 
we suggest that the comparison and surprise generated by 
the repetition-break plot structure should generate engaging 
narratives We also asked whether people would be likely to 
share the advertisements with others because strong 
engagement predicts a willingness to share stories (Heath, 
Bell, and Sternberg 2001) Thus, 1n contrast to existing atti- 
tude toward the ad measures, which tend to focus on the 
surface appeal of the advertisement (Is the ad attractive or 
eye-catching?), we were concerned with a more substantial 
level of engagement in the advertisement, therefore, we 
incorporated multiple indicators of that engagement Our 
prediction was that an advertisement with the repetition- 
break plot structure should be more engaging than one 
without Moreover, engagement should mediate the effect 
of the plot structure on people’s attitudes toward the brand 

The second extension was that we varied how we pre- 
sented the advertisements In Study 2, participants viewed 
them one at a time and then rated them immediately In this 
study, we varied the presentation of advertisements, show- 
ing them either ın isolation or embedded ın a sequence of 
mundane advertisements Because television advertise- 
ments are often shown ın sequences of four to nine adver- 
tisements 1n breaks during or between shows, we sought to 
address whether the effect of the repetition-break plot struc- 
ture would be maintained, heightened, or suppressed when 
an advertisement using the structure was embedded 1n a 
sequence of mundane, non-repetition-break advertisements 
We had reason to believe that the advantage of the repetition- 
break plot structure might be heightened, given that we 
have argued that advertisements using the structure should 
be more engaging than those not using it, helping them to 
be distinctive To ensure that we were comparing attitudes 
toward ads 1n 1solation versus ads embedded 1n a mundane 
sequence rather than 1mmediate responses versus recollec- 
tions, we gave all participants a brief filler task between 
viewing and rating the target advertisement As a result, 1n 
Study 3, we compared repetition-break and contrast ver- 
sions of an advertisement when 1t was shown individually 
and when ıt was shown embedded ın a sequence of filler 
advertisements, looking for differences 1n engagement and 
brand attitudes 


Methods 


Participants and design We gathered data from 276 
participants using onlıne survey subject pools The partıcı- 
pants were 63% female, 83% white, and 97% native 
English speakers They averaged 37 years of age (SD = 13 
years), the modal education level was to have completed a 
bachelor’s degree, 58% were currently employed, and on 
average they had worked full time for 13 years (SD = 12 
years) We drew from two online recruitment sources, Ama- 
zon's Mechanical Turk community (n = 162) and a major 
business school's online pool (n = 114) Because demo- 
graphic differences (e g , the business school's pool partıcı- 


pants were, on average, four years older) and differences in 
measured variables of interest (e g , a dummy variable cod- 
ing for recruitment source yielded no effect) between these 
groups were minimal, we collapse across them ın present- 
ing the results Participants were randomly assigned to one 
of four conditions according to a 2 (structure repetition- 
break or contrast) x 2 (presentation 1solated or embedded) 
design 


Materials and procedure We presented participants 
with the repetition-break and contrast versions of the Adi- 
das television advertisement used ın Study 2 Participants ın 
the embedded condition saw the target Adidas advertise- 
ment in the middle of a stretch of seven advertisements, the 
other six being filler advertisements for Sony, Wendy’s, 
Crocs, IKEA, Cotton, and Wal-Mart After an unrelated task 
lasting approximately one minute, participants were shown 
still frames from the target Adidas advertisement to identify 
the advertisement of interest Then they were asked how 
engaging 1t was, their attitude toward the brand Adidas 
using the scale from Study 1 (œ = 94), and whether they 
had seen that advertisement before (47% had) Our mea- 
sure of engagement consisted of three questions (a = 80) 
How surprising was the ad (1 = “not at all surprising,” and 
7 = “very surprising”)? How appealing did you find the 
story in the ad (1 = “not at all appealing,” and 7 = “very 
appealing”)? and How likely are you to show the ad to 
someone else (1 = “not at all likely,” and 7 = “very likely")? 
Last, they provided demographic information 


Results 


We replicated the advantage for the repetition-break plot 
structure over the contrast plot structure from which we 
removed the initial repetition We used a 2 (structure) x 2 
(presentation) ANOVA to examine people's attitudes about 
the brand Because we were using one target advertisement 
and had a more diverse sample, we considered covariates 
for sports experience, sex, age, education level, filler task 
delay, and whether participants had seen the advertisement 
before, but these did not substantively change the pattern of 
results We found a main effect of structure (F(2, 275) = 
11 83,p = 001, mean square error = 1 68) because repetition- 
break advertisements (M = 5 52, SE = 10) prompted more 
favorable brand attitudes than contrast advertisements (M = 
496, SE = 12) There was no main effect of presentation 
(F(1, 275) < 1), but there was a marginal interaction of 
structure and presentation (F(1, 275) = 3 59, p= 059) This 
trend was due to the advantage of the repetition-break ver- 
sion over the contrast version being larger when the adver- 
tisements were embedded 1n a longer series of advertise- 
ments (5 65 vs 4 84) than when they were shown in 
isolation (5 38 vs 5 07, Figure 3) 

Extending these findings, we also found an advantage 
for the repetition-break plot structure over the contrast plot 
structure on participants’ engagement with the advertise- 
ments A parallel 2 (structure) x 2 (presentation) ANOVA 
indicated that repetition-break advertisements (M = 5 20, 
SE = 11) were more engaging than contrast advertisements 
(M 2375, SE = 12, K(1, 275) = 81 50, p < 001) Again, 
there was no reliable main effect of presentation (F(1, 275) — 
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FIGURE 3 
Attitude Toward the Brand Ratings for 
Contrast and Repetition-Break Advertisements 
from Study 3 
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1 86, p = 174), but there was an interaction between struc- 
ture and presentation (F(1, 275) = 3 98, p < 05) This was 
due to the advantage of the repetition-break plot structure 
over the contrast structure being larger when the advertise- 
ment was embedded (5 25 vs 3 51) than when it was shown 
individually (5 15 vs 3 97) 

The parallel findings for ad engagement and attitude 
toward the brand were related Participants’ degree of 
engagement with the advertisements partially mediated the 
effect of plot structure on brand attitudes Using Baron and 
Kenny’s (1986) method, we concluded that plot structure 
predicted engagement (B = 143, SE = 16, t = 900, p < 
0001) Engagement predicted attitudes toward the brand (B = 
65, SE = 05, t = 14 37, p < 0001) In tum, we saw that 
plot structure predicted attitudes toward the brand (B — 55, 
SE = 16, t = 353, p < 001), and this effect was signifi- 
cantly reduced (Sobel Z = 7 61, p < 0001), though still reli- 
able (B = 37, SE = 14, t — 2 76, p € 01), when engage- 
ment was in the model We found consistent evidence of 
mediation using Preacher and Hayes's (2004) bootstrapped 
method This analysis revealed a significant indirect effect 
of plot structure through engagement on attitudes toward 
the brand, with the size of the effect being 93 (SE = 13, 
95% CI 70-1 20) 


Discussion 


Experiment 3 provides increased evidence for the advan- 
tages of the repetition-break plot structure We replicated 
the key finding that a television advertisement using the 
repetition-break plot structure yields more favorable atti- 
tudes toward the brand than that same advertisement with 
the initial repetition removed We shed further light on the 
effect by showing that the repetition-break plot structure 
seems to confer broad advantages for people's engagement 
with an advertisement, encompassing increased surprise, 
increased appeal for the story conveyed by the advertise- 
ment, and an increased interest 1n sharing the advertisement 
with someone else In turn, participants’ level of engage- 
ment partially mediated the effect of plot structure of 
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people's brand attitudes This 1s 1nitial suggestive evidence 
that the repetition-break plot structure can make for more 
compelling advertisements and, because of that, 1s persua- 
sive ın that it enhances perceptions of the brand 

We also found that the advantage of the repetition-break 
plot structure held up or increased when we presented the 
advertisement embedded ın a senes of advertisements Par- 
ticipants watching a string of advertisements might have 
become bored or numb to the particulars of the advertise- 
ments but instead seemed drawn ın by the repetition-break 
advertisement The implication 1s that by being engaging, 
the repetition-break plot structure can help advertisements 
stand out from a crowd 


Study 4 


Our account of why repetition-break advertisements work 
suggests they are engaging and persuasive We have initial 
support for the claim that repetition-break advertisements 
increase brand attitudes and do so because they are engag- 
ing In Study 4, we broaden the empirical support for this 
claim and separate these claims from related concerns We 
extend Study 3 by continuing to examine the effectiveness 
of a target advertisement embedded in a sequence of adver- 
tisements, expanding our sample to three target brands and 
including alternative controls We again examine brand atti- 
tudes and ad engagement and also ask about purchase ınten- 
tions We contrast these involving, persuasive measures 
with a simpler brand attention measure Do people recog- 
nize and recall the brands they saw advertised? We do not 
predict that repetition-break advertisements should yield an 
advantage for the brand attention measures relative to the 
contrast and alternative advertisements It 1s even plausible 
that they do worse Because repetition-break advertisements 
tend not to mention the target brand until the break event 
(note that this 1s a tendency we have noticed, not a require- 
ment of the plot structure), they might yield lower perfor- 
mance on brand attention measures than advertisements that 
mention the target brand throughout the advertisement Thus, 
our processing account leads us to predict that repetition- 
break advertisements should yield advantages on persua- 
sion measures but not brand attention measures 

As a secondary point, we wanted to separate the engage- 
ment that we argue 1s critical for repetition-break advertise- 
ments from humor, which we argue 1s just one of multiple 
possible ends to which repetition-break advertisements can 
be amed Accordingly, we gathered participants’ assessments 
of how humorous the advertisements were so that we could 
compare humor and engagement as drivers of the effect of 
the repetition-break plot structure on involving, persuasion 
measures such as brand attitudes and purchase intentions 


Method 


Participants A total of 220 junior and senior undergrad- 
uate students participated as part of a larger study to earn 
course extra credit Their mean age was 207 years, 61% 
were female, 44% were white, and 68% were native 
English speakers Exploratory data analysis revealed no 
interactions between these demographic variables and the 
key dependent measures, so we do not discuss them further 


Materials, design, and procedure Participants saw one 
of three target advertisements (for the brands Adidas, Fiat, or 
Cotton), embedded 1n the middle of six filler advertisements 
(for the brands Wal-Mart, Nabob, Diet Coke, Sony, KPMG, 
and Wendy’s) The target advertisement was a repetition- 
break, contrast control, or alternative control Thus, we used 
a 3 (structure repetition-break, contrast, alternative) x 3 
(brand Adidas, Fiat, Cotton) design After viewing the 
advertisements, participants engaged 1n an unrelated filler 
task for an average of eight minutes and then answered a 
series of questions about the advertisements 

First, we measured brand attention We asked partici- 
pants to recall all the brands for which they saw advertise- 
ments and tallied whether they correctly wrote the target 
brand as a measure of brand recall We then gave partici- 
pants a list of brands and asked them to 1dentify their degree 
of confidence that they did or did not see an advertisement 
for each brand as a measure of brand recognition. Half the 
brands they had seen before and half they had not, and we 
included as foils brands from the same product category as 
the target brands 

Next, we gathered persuasion measures We showed 
participants three frames from the target advertisement and 
then asked them to answer the brand attitude (0, = 94) and 
engagement (0, = 87) items used ın Study 3 We assessed 
their purchase intentions by asking the degree to which they 
agreed with two statements (œ = 94) “The next time I need 
[product type], I intend to consider [brand],” and “The next 
time I consider buying [product type], I intend to purchase a 
[brand] product " We also asked them to rate how funny the 
advertisement was (1 = "not at all funny," to 7= “very 
funny"), as well as whether they had seen the advertisement 
before 


Results 


As predicted, we found that repetition-break advertisements 
garnered higher evaluations than the contrast and alternative 
controls on the persuasion measures but not on the brand 
attention measures (Figure 4) To reach this assessment, we 
conducted a series of 3 (structure repetition-break, contrast, 
alternative) x 3 (brand Adidas, Cotton, Fiat) ANOVAs to 
examine each measure—brand attitudes, engagement, pur- 
chase intentions, brand recognition, and brand recall These 
showed consistent main effects of structure as well as pre- 
dictable orthogonal main effects of Brand consistent with 
Study 2 Therefore, to save space in what follows, we 
emphasize planned contrasts between repetition-break and 
contrast advertisements and between repetition-break and 
alternative advertisements 

We assessed three persuasion measures attitudes about 
the brand, engagement, and purchase intentions We found 
that repetition-break advertisements (M = 5 50, SE = 17) 
yielded higher brand attitudes than contrast advertisements 
(M = 5 00, SE = 19, F(1, 219) = 2 09, p < 05) and alterna- 
tive advertisements (M = 4 86, SE= 18, F(1, 219) =2 86,p< 
01) We found that repetition-break advertisements (M = 
4 32, SE = 21) yielded higher levels of engagement than 
contrast advertisements (M = 3 62, SE = 22, F(1, 219) = 
2 91,p « 01), and alternative advertisements (M = 3 51, SE = 
18, Fd, 219) 2 3 66, p < 001) We also found that repetition- 
break advertisements (M = 3 42, SE — 22) yielded stronger 
purchase intentions than contrast advertisements (M = 2 82, 
SE = 22, F(1, 219) = 227, p « 05) and a marginal trend 
toward stronger purchase 1ntentions than alternative adver- 
tısements (M = 300, SE = 21, F(1, 219) = 1 69, p = 09) 
Taken together, these results support our prediction that 
repetition-break advertisements, even, or perhaps particu- 


FIGURE 4 
Persuasion and Attention Measures (Transformed to z-Scores for Comparability) for Alternative, 
Contrast, and Repetition-Break Advertisements from Study 4 
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larly, those embedded 1n a string of other advertisements, 
would generate higher levels of involvement and persuasion 
than contrast and alternative advertisements 

We assessed two brand attention measures brand recall 
and brand recognition. We found a markedly different pattern 
for these measures than for the persuasion measures The 
alternative advertisements tended to prompt the strongest 
performance The brand recognition measure showed that 
repetition-break advertisements (M = 8 70, SE = 37) were 
more confidently recognized than contrast advertisements 
(M =7 05, SE = 22, F(1, 219) = 3 33, p < 01) but less con- 
fidently recognized than alternative advertisements (M = 
9 91, SE = 29, F(1, 219) =—2 64, p < 01) The brand recall 
measure showed that repetition-break advertisements (M = 
38, SE = 06) tended to be more likely to be recalled than 
contrast advertisements (M = 23, SE= 05, F(1, 219) = 1 96, 
p= 05) but, if anything, were less likely to be recalled than 
alternative advertisements (M = 45, SE = 06, F(1, 219) = 
—107, p = 29) Thus, as we predicted, repetition-break 
advertisements show no particular advantage on brand atten- 
tion measures and tended to lead toward worse performance 
on the attention measures than alternative advertisements 

The data also support our claim that being engaging 1s 
important to the effectiveness of repetition-break advertise- 
ments, irrespective of whether they are funny Overall, 
repetition-break advertisements (M = 3 48, SE= 14) were 
rated as funnier than alternative advertisements (M = 2 48, 
SE = 14, F(1, 219) = 5 76, p < 001) and showed a non- 
significant tendency to be funnier than contrast advertise- 
ments (M 2303, SE = 17, F(1,219)=135,p= 18) How- 
ever, in mediation analyses examining engagement and 
humor as mediators of the effect of the repetition-break plot 
structure on brand attitudes and purchase intentions, we 
found that greater engagement and lower humor ratings 
predicted brand attitudes and purchase intentions Specifi- 
cally, using Preacher, Rucker, and Hayes’s (2007) approach, 
we found a positive coefficient for the indirect effect of 
repetition-break through engagement on brand attitudes 
(30, SE — 11,95% CI 11— 53) and a negative coefficient 
for the indirect effect of repetition-break through humor on 
brand attitudes (— 12, SE — 06, 95% CI — 26— 03) Sımı- 
Jarly, we found a positive coefficient for the indirect effect of 
repetition-break through engagement on purchase intentions 
( 20, SE = 08,95% CI 06-44), and a negative coefficient 
for the indirect effect of repetition-break through humor on 
purchase intentions, (— 23, SE — 09, 95% CI — 47 to — 07) 
Thus, 1t seems reasonable to conclude that repetition-break 
advertisements need not be funny to be effective 


Discussion 


We found that repetition-break advertisements are persua- 
sive They lead to advantages 1n engagement and, thus, 
advantages in brand attitudes and purchase intentions com- 
pared with contrast versions that eliminate the opportunity 
to draw comparisons and alternative advertisements from 
the same campaign that did not use repetition-break plot 
structures We found no particular advantage or even disad- 
vantages 1n brand attention measures (1e , brand recognition 
and brand recall) Thus, repetition-break advertisements are 
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not an all-purpose tool for marketers If the function of an 
advertisement ıs mainly to remind consumers of a brand in 
between purchase cycles, a repetition-break plot structure 
may not be the best choice Instead, repetition-break adver- 
tisements are useful for high-involvement concerns such as 
attempts at increasing, rather than reinforcing, brand attı- 
tudes and purchase intentions 

We also found that humor was distinct from engage- 
ment and that repetition-break advertisements did not need 
to be funny to be effective As 1ndicated by the Peruvian 
Cancer Foundation advertisement, the original "Priceless" 
World Series advertisement, and the findings in Study 1, 
repetition-break advertisements can engage and persuade 
consumers without being funny 


General Discussion 


We investigated a new kind of advertisement structure, the 
repetition-break plot structure, thereby bridging research on 
narratives 1n advertising (e g , Adaval and Wyer 1998, Stern 
1994) and research on advertisement structures (e g , Gold- 
enberg, Mazursky, and Solomon 1999, McQuarrie and 
Mick 1996, Pieters, Wedel, and Batra 2010) We have 
shown that the repetition-break plot structure generates 
engaging advertisements Using empirical and experimental 
studies, we gathered evidence that naturally occurring 
advertisements for contemporary brands that use repetition- 
break plot structures are more likely than those with related 
plot structures or those from the same campaign to be 
selected by industry judges, to be posted and viewed on 
YouTube, and to enhance people's brand attitudes We 
found that removing the initial repetition from repetition- 
break advertisements led to lower brand attitudes, consis- 
tent with our claim of the importance of comparing initial 
events We found that repetition-break advertisements gen- 
erated more favorable brand attitudes than those with differ- 
ent plot structures from the same campaign, providing fur- 
ther support that there 1s value to the plot structure beyond 
other campaign choices Thus, we have robust and varied 
evidence of the value of the repetition-break plot structure 
1n television advertisements 

We also have evidence for why and when the repetition- 
break plot structure 1s effective We found that engagement 
with the narrative 1n the advertisement served as a mediator 
between the plot structure and people's brand attitudes 
Repetition-break advertisements are more engaging than 
otherwise simular advertisements We found signs that a 
repetition-break advertisement generated a greater advan- 
tage over a version edited to remove the initial repetition 
when the advertisement was viewed in a block of advertise- 
ments, indicating that the repetition-break plot structure 
helps advertisements stand out in a cluttered media environ- 
ment We found that repetition-break advertisements are 
effective for persuading and enhancing brand attitudes but 
are not particularly effective and possibly counterproductive 
for maintaining brand awareness As a result, repetition- 
break advertisements are not all-purpose advertising solu- 
tions but an ad structure targeted for specific marketing pur- 
poses We can guide marketers 1n why and when to use the 
repetition-break plot structure ın their campaigns 


Our theoretical description of the repetition-break plot 
structure clarifies how the structure uses comparison to 
engage viewers and set the basis for endogenous surprise, 
which does not depend on differing from preexisting expec- 
tations Using comparison to generate an expectation gives 
advertisers more flexibility ın creating engagement in a 
diverse audience whose members may not share similar 
expectations Managers face a daunting challenge 1n attract- 
ing multiple segments of consumers The repetition-break 
plot structure provides a promising, flexible tool for engaging 
a broad array of consumers in a cluttered media environment 

From a practical perspective, there 1s much room for 
expanded use of the repetition-break plot structure We 
found instances of advertisements using the plot structure 
for product categories ranging from apparel to public ser- 
vice and in countries ranging from Argentina to Thailand 
Nonetheless, the plot structure 1s infrequent ın day-to-day 
use A mere 3% of prime-time television advertisements 
employ it Therefore, we believe there 1s a large untapped 
potential for them 

Repetition-break advertisements are likely to be particu- 
larly helpful 1n competitive situations for which advertisers 
need to engage with consumers to enhance brand attributes, 
reposition their already established brand, create social 
buzz by generating advertising that people are likely to 
want to pass along, or challenge a dominant competitor In 
these situations, the additional engagement provided by the 
repetition-break plot structure will be particularly useful 
Our results show that the repetition-break plot structure 1s a 
way of enhancing the degree to which consumers think and 
feel about an advertisement and the brand that sponsors 1t 
Repetition-break advertisements will be particularly useful 
in situations ın which an advertiser needs a consumer to 
engage intellectually with the brand (e g , to understand a 
novel product benefit) or to engage emotionally with the 
brand (e g , to be moved enough to try an upstart brand or 
donate to a nonprofit) 

For example, it ıs no accident that MasterCard gained 
strong benefits from the repetition-break plot structure 1n its 
*Priceless" campaign against the more dominant Visa 
brand But MasterCard was already a well-established 
brand, and this structure may be even more productive 
when resources are constrained, as for a Peruvian cancer 
center that 1s trying to get attention on a nonprofit budget 
One of the most widely reposted and viewed advertise- 
ments on YouTube was an advertisement for Pure Blonde 
beer, then a new Carlton brand for the low-calorie beer mar- 
ket, which contributed to what Australian Financial Review 
reported was a 137% sales increase In an environment ın 
which companies are increasingly interested in the power of 
social media, the repetition-break plot structure provides an 
easy way for increasing the odds that someone will pass 
along a piece of advertising Through their actions, individ- 
ual consumers are at least implicitly recognizing that this 
plot structure might engage a wide variety of their col- 
leagues and friends to respond predictably with laughter or 
tenderness, even 1f differences among their social network 
might produce more heterogeneous responses to a different 
form of advertisement 


Our findings show there are qualifications to using 
repetition-break advertisements There are times when mar- 
keters should probably not use them Specifically, when the 
marketers' objective 1s to build or sustain brand awareness, 
alternative plot structures may work as well as or better 
than the repetition-break plot structure If a marketer's 
objective 1s convey multiple pieces of information rather 
than one focused claum, repetition-break advertisements 
will probably be less effective than other approaches as well 
because the structure 1s geared toward focusing viewers on 
one focal point In additional research, we also found that 
when viewers have very low levels of cognitive capacity 
(eg, due to a strong cognitive load manipulation), plot 
structure effects are attenuated The implication 1s that con- 
sumers need to have the capacity to become engaged for the 
repetition-break plot structure to contribute to an advertise- 
ment's effectiveness This 1s consistent with McQuarrie and 
Mick’s (2003) conclusion that consumers must have the 
ability, opportunity, and motivation to process an advertise- 
ment that uses rhetorical structures Alternatively, 1t 1s possi- 
ble that there are ways to use the repetition-break plot struc- 
ture that require less cognitive effort (Rozin et al 2006), 
such as keeping the repetitions identical and the break mını- 
mal, that marketers could pursue Still, the choice to pro- 
duce repetition-break advertisements should be evaluated 
against both the marketer’s objectives and the context in 
which consumers are likely to view the advertisements 

There are two promising lines for further research The 
first 1s to examine the time course of the engagement pro- 
duced by the repetition-break plot structure In the current 
studies, we used self-report measures of people’s accounts 
of engagement and integrated multiple aspects of engage- 
ment However, the processing account we provide sug- 
gests that initial comparisons should be engaging and criti- 
cal to establishing surprise at the break, which should then 
further heighten engagement and generate appeal for and 
attributions about the product and brand Moment-by- 
moment analyses have proved useful for examining humor 
in advertising (Woltman Elpers, Mukherjee, and Hoyer 
2004) Close analysis of the time course of involvement with 
repetition-break advertisements could also prove fruitful 

The repetition-break plot structure 1s Just one of many 
possible plot structures that might serve as a recipe for 
structuring effective advertisements Accordingly, a second 
area we suggest for further research 1s to examine addi- 
tional plot structures and eventually develop a taxonomy of 
plot structures Scholars have generated taxonomues to 
organize findings showing that there are multiple effective 
types of strategic functions (e g , promoting a brand image 
or positioning relative to a competitor, Frazer 1983, Laskey, 
Day, and Crask 1989) and multiple effective modes of 
1nfluence (e g , 1nformational or emotional, Aaker and Nor- 
ris 1982, Vakratsas and Ambler 1999) These frameworks 
are useful for articulating an advertisement's high-level 
goals Work on recipes for structuring advertising content 
offers a complementary purpose — namely, to show how an 
advertiser could construct high-performing advertisements 
Repetition-break advertisements are an additional step 
toward building a library of effective advertising recipes 
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It’s the Thought (and the Effort) That 
Counts: How Customizing for Others 
Differs from Customizing for Oneself 


While interest in customization is growing among consumers and academics, researchers have focused on 
consumers designing products for themselves Many customization firms, however, are successfully positioning 
themselves as key sources for unique gifts In this research, the authors examine whether factors under the firm's 
control (1e , the level of design support provided and the presence of a strong brand) are differentially effective 
when consumers design products for themselves or as gifts for others Using participants drawn from the relevant 
target market, they report two studies involving real customization tasks undertaken on fully functioning 
customization websites The findings lead to the surprising conclusion that design support is less effective for 
consumers designing products intended as gifts rather than for themselves, raising expectations without a 
corresponding rise in evaluations However, the results offer some good news to firms targeting gift-giving 
consumers Both Studies 1 and 2 reveal that gift-givers place a higher value on their own time and effort and thus 
report a higher willingness to pay than those designing for themselves This effect is diminished, however, when a 
strong brand is present and consumers share credit with the brand for the product's design 
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are enjoying tremendous growth, with 1ndustry lead- 
ers Zazzle and CafePress reporting annual 1ncreases 
greater than 80% (Miller 2009) Even as overall growth ın 
e-commerce sales slows to single-digits, consumers are 
increasingly choosing to create one-of-a-kind products 
across a wide range of categories Importantly, recent 
research has demonstrated that consumers are willing to 
pay a significant premium for these customized products 
relative to their comparable mass-produced counterparts 
(Franke, Keinz, and Steger 2009, Franke and Piller 2004) 
This customization research, however, has focused exclu- 
sively on consumers designing products for themselves 
(e g , Franke, Keinz, and Steger 2009, Franke, Schreier, and 
Kaiser 2010, Moreau and Herd 2010) As spikes 1n holiday 
sales suggest, many customization firms are successfully 
positioning themselves as key sources for unique gifts 
(Miller 2009) 
In this research, we examine whether factors under the 
firm's control (1 e , the level of design support provided and 
the presence of a strong brand) are differentially effective 
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when consumers design products as gifts for others rather 
than for themselves Because gifting situations impose 
unique challenges on consumers, we expect that they will To 
be a successful giver, a consumer must predict the recipient’s 
preferences, select or create a product to match those pref- 
erences, and do so m a way that communicates the value of 
the recipient and their relationship (Belk 1996) The chal- 
lenges associated with gifting situations often create a spe- 
cific type of anxiety for givers that 1s uncharacteristic of 
self-purchasing situations (Wooten 2000) 

In customization settings, design support can reduce 
anxiety and improve customer satisfaction ın categories in 
which consumers lack the requisite knowledge to design a 
product (eg , computers, see Randall, Terwiesch, and 
Ulrich 2005, 2007) Design support 1s likely to play a sımı- 
lar role 1n gifting situations. because the giver often lacks 
the requisite knowledge to correctly predict the recipient's 
preferences Thus, the 1nfluence of design support should be 
greater when consumers design for others rather than for 
themselves Similarly, a firm's use of a strong brand name 
1s likely to be differentially effective when consumers are 
customizing a product as a gift rather than for themselves 
Prior research has shown that recipients value gifts to a 
greater degree when the behavioral costs to provide them 
(e g , the effort the giver invests 1n identifying and/or creat- 
ing an ideal gift) are perceived as high (Robben and Ver- 
hallen 2004) When a strong brand name 1s placed on a cus- 
tomized product, the recipient may give the brand, not the 
giver, credit for its design Recognizing this possibility, the 
giver may place less value on his or her own design efforts 

Using participants drawn from the relevant target market, 
we test for these differential effects 1n two studies involving 


Journal of Marketing 
Vol 75 (September 2011), 120-133 


real customization tasks undertaken on fully-functioning 
websites Together, the studies demonstrate that consumers' 
willingness to pay for their customized products 1s influ- 
enced by two important factors satisfaction with the prod- 
uct at delivery (Study 1) and the value consumers place on 
their own behavioral resources (1e , the correlation between 
their effort and willingness to pay, Studies 1 and 2) In turn, 
both factors are 1nfluenced jointly by the 1ntended product 
recipient (self vs other) and either the level of design sup- 
port provided by the firm or the presence of a strong brand 
(see Figure 1) 


How Customizing for Others Differs 
from Customizing for the Self 


Customization enables consumers to design a unique prod- 
uct by selecting each of the product's attributes from a wide 
array of options In many of these customization contexts, 
the toolkits consumers use offer an almost infinite set of 
combinations, which can lead to frustration or confusion on 
the consumer's part (Huffman and Kahn 1998, Iyengar and 
Lepper 2000) This possibility 15 enhanced when consumers 
"lack insight into their own preferences," as behavioral 
decision theory suggests 1s often the case (Valenzuela, 
Dhar, and Zettelmeyer 2009, p 761, see also Bettman, 
Luce, and Payne 1998, Chernev, Mick, and Johnson 2003, 
Franke, Keinz, and Steger 2009, Simonson 2005) Thus, for 
many consumers, customizing products for oneself can 
result 1n frustration or anxiety (Valenzuela, Dhar, and 
Zettelmeyer 2009) 

A different type of anxiety 1s created by a gifting con- 
text (Wooten 2000) The stakes in the gifting process can be 
high Unsuitable gifts can cause embarrassment to both the 
giver and the recipient, jeopardizing valued social relation- 
ships (Sherry, McGrath, and Levy 1993, Wooten 2000) 
Thus, a giver's unfamiliarity with the recipient’s prefer- 
ences (1e, their "lack of knowledge about the recipients' 
tastes, wants, or needs") is one major contributor to anxiety 
during gift selection (Wooten 2000, p 92) A second major 
contributor 1s social anxiety, the anxiety that occurs when 


people “are motivated to make desired impressions but are 
doubtful of success" (Wooten 2000, p $85, see also 
Schlenker and Leary 1982) Social anxiety stems from a 
concern about being evaluated by others and 1s at 1ts highest 
when a giver 1s highly motivated to make the right ımpres- 
sion on the recipient yet believes that his or her chances of 
success are relatively low (Wooten 2000) 

In summary, both the customization process itself and the 
selection of a gift for someone else can produce anxiety in 
consumers What factors influence this anxiety, and what can 
firms do to alleviate some of 1t? In the following sections, 
we discuss the role of design support and self-perceived 
design skill 


Design Support and Anxiety 


In functional customization tasks (e g , selecting the differ- 
ent attributes of a Dell computer, such as processing speed 
and storage capacity), design support has been shown to be 
particularly helpful for consumers who lack the requisite 
category knowledge to design the product (Randall, Terwi- 
esch, and Ulrich 2005, 2007) However, ın aesthetic cus- 
tomization tasks (e g , selecting the colors for a shoe), cate- 
gory knowledge 1s less relevant In these tasks, the most 
relevant knowledge is the designer's knowledge of the 
intended recipient's preferences Consumers designing 
products for themselves have direct access to their own 
preferences (even if those preferences are not well estab- 
lished) Those designing for others, however, do not have 
direct access to the recipient's preferences and thus need to 
predict them 

Davis, Hoch, and Ragsdale (1986, p 25) find that con- 
sumers attempting to predict the preferences of others 
tended to anchor on their own preferences “and attempt to 
adjust for ways 1n which we are likely to differ from oth- 
ers " The real difficulty hes in identifying the “adjustment 
factors" that are more diagnostic of the others' preferences 
than of their own (Davis, Hoch, and Ragsdale 1986, p 25) 
We propose that design support can help consumers make 
those adjustments because the recommendations offered are 
presumably based on preference information aggregated 
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from a wider population of consumers Access to this type 
of generalized preference information would likely reduce 
the anxiety created by a giver’s lack of knowledge regard- 
ing the recipient’s preferences by helping them make the 
appropriate adjustments However, this type of generalized 
information will not likely be as effective ın reducing anxı- 
ety for consumers designing for themselves because ıt may 
do little to help them understand their own unique prefer- 
ences More formally, 


H,, When a product ıs designed as a gift, the provision of 
design support decreases consumers’ anxiety at the time 
of design 


H,, When a product is designed for oneself, these effects are 
attenuated 


Self-Perceived Design Skill and Anxiety 


The consumer’s belief about his or her own design skill 1s 
also likely to contribute to the anxiety experienced during a 
customization task As with design support, the influence of 
these beliefs 1s likely to differ depending on the product's 
intended recipient Recall that social anxiety arises from a 
person’s concern with being evaluated by others In a gift- 
ing context, this anxiety 1s elevated when the person 
believes that his or her chances of making a good impres- 
sion are relatively small Self-perceived design skill likely 
contributes to the giver’s assessment of his or her chances 
of making that good impression Thus, lower self-perceived 
design skill 1s likely to contribute to anxiety when the con- 
sumer 1s designing for someone else, and this effect 1s likely 
to be particularly pronounced when no design support is 
provided 

When a consumer 1s designing for him- or herself, how- 
ever, social anxiety 1s less of aconcern These self-designers 
may still be concerned about being evaluated by others 
when using the product, but consumers who are disap- 
pointed by the outcome of the customization task can sim- 
ply choose not to use the product 1n public, thereby avoid- 
ing social judgments Conversely, givers will not know 
whether the recipient 1s disappointed until after the gift 1s 
given and the exposure to social judgment has occurred 
Thus, when consumers are designing for themselves, the 
effects of self-perceived design skill, as manifested through 
social anxiety, are likely to be less robust 

Taken together, consumers who feel that they do not 
possess the appropriate skills to design a product are likely 
to experience greater anxiety 1n a customization task, par- 
ticularly when designing for others 1n the absence of design 
support More formally, 


H, Consumers’ self-perceived design skill moderates the 
effects predicted ın H; When a product 1s designed as a 
gift, the lower the consumer's self-perceived design skill, 
the greater 1s the influence of design support on anxiety 


The Effect of Anxiety on Product 
Expectations and Satisfaction 


What is the relationship between the anxiety experienced 
during the design task and product expectations? Recent 
research on customization has found that consumers make 
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judgments about the outcome of a customuzation task based, 
in part, on their subjective experience during the task 
(Kramer 2007, Valenzuela, Dhar, and Zettelmeyer 2009) 
Specifically, Valenzuela, Dhar, and Zettelmeyer (2009) find 
that the negative emotions that resulted from the customiza- 
tion task decreased consumers' willingness to purchase the 
customized product Consequently, we expect that the anxı- 
ety consumers experience during the customization task 
will have a negative effect on their expectations about the 
product they designed Moreover, experienced anxiety 1s 
expected to mediate the effects of the intended recipient, 
design support, and design skill on product expectations 


Hz Anxiety ıs negatively related to product expectations, 
mediating the effects of the intended recipient, design sup- 
port, and self-perceived design skill 


While prior research has demonstrated the relationship 
between the customization experience and preferences for 
the customized product, we are unaware of any research 
that goes the additional step of examining the effects of this 
relationship on actual product satisfaction By capturing 
satisfaction with the actual customized product, our 
research 1s able to assess how the use of emotions (eg, 
experienced anxiety) when forming product expectations 
ultimately affects product satisfaction 

The expectations formed during the design process are 
an important factor influencing satisfaction on receipt of the 
customized product The expectation-disconfirmation 
framework ın the satisfaction literature (e g , Diehl and 
Poynor 2010, Oliver 1996) suggests that higher expecta- 
tions can lead to greater negative disconfirmation (eg, 
"unpleasant surprises") 1f the actual product does not meet 
those elevated expectations Such disconfirmation 1s more 
likely to occur 1f design support simply reduces anxiety 
without any accompanying improvement in actual product 
outcomes 


The Value of the Productive 
Resources 


The giver's knowledge of the recipient’s preferences and 
his or her ability to manifest those 1n the customized prod- 
uct may not be the only factors influencing the value of the 
outcome While the giver's 1ntent 1s usually to please the 
recipient, personal motivations are often also active when 
selecting a gift Givers may use the gifting process to create 
desired 1mpressions (Wooten 2000) and communicate their 
own identity (Aron et al 1991, Broniarczyk and Ward 
2011, Sherry, McGrath, and Levy 1992) Balancing these 
often-opposing goals makes “the choice of the right gift 

more complex than choosing something for oneself" (Bro- 
niarczyk and Ward 2011, p 165) Because gifts reflect both 
the giver's perception of the recipient and the giver's self- 
identity (Belk 1979, Bronlarczyk and Ward 2011, Sherry 
1983, Vanhamme and De Bont 2008), greater 1nvestments 
of resources 1n the creation or purchase of a gift have the 
potential to enhance both the recipient’s and the giver's 
self-identity As such, the giver ıs likely to value the gif”s 
ability to reflect the value that he or she, as the giver, places 
on the recipient and their relationship Robben and Ver- 


hallen (2004) demonstrate that recipients place a higher 
value on gifts that they believe required the giver to incur 
high behavioral costs (eg, the psychic energy/effort 
expended on identifying or creating an ideal gift and the 
time and physical energy spent acquiring or creating it) 
The giver, recognizing thus signal value, 1s likely to 1ncor- 
porate those behavioral costs 1nto the value they place on 
the gift 

A similar argument cannot be made for self-purchases 
While self-purchases can reinforce self-identity and self- 
esteem (Mick and DeMoss 1990), they cannot do so by 
communicating the value that the recipient (and the rela- 
tionship) holds for the giver Expenditures of time, effort, 
and physical energy when making purchases for the self can 
even be viewed as nuisances rather than reflections of one’s 
own self-perceived value As Norton, Mochon, and Ariely 
(2010) find 1n an origami-making task, increases in effort 
alone did not change participants’ valuations of their own 
self-created objects 

Taken together, we propose that consumers place a higher 
value on the behavioral resources (e g , the amount of the 
time and effort) expended ın the creation of a product when 
it is intended as a gift for another as opposed to oneself 


H4 When a product 1s designed as a gift, there 1s a positive 
correlation between the effort expended to create 1t and 
the willingness to pay for it No such correlation are 
observed when the product 1s designed the self 


We test these four hypotheses 1n the following study 


Study 1 


We selected customized tote bags as the product category 
for this study on the basis of several important factors 
researchers' access to the primary target market (college 
women aged 18—24 years), product affordability, and coop- 
eration from a customization firm Specifically, the firm 
agreed to provide the bags at cost, program different ver- 
sions of the website, and batch-ship the orders (enabling us 
to control delivery) With annual revenues of $200,000, the 
company specializes exclusively in customized tote bags, 
allowing Internet customers to select all the features of each 
bag’s design ! The firm 1s also an appropriate choice 
because gifts make up approximately 35%—40% of the tote 
bags that are purchased through their website 

To most closely approximate realistic. conditions, 
female participants were recruited for the study using both 
advertisements and 1n-person announcements at or near col- 
lege sororities and dorms It is not uncommon ın studies on 
gift-giving to use only female respondents (e g , Lowrey, 
Otnes, and Ruth 2004, Luomala and Laaksonen 1999, 
Sherry, McGrath, and Levy 1993) because prior research 
has shown that women carry a disproportionate responsibil- 
ity for household gift-giving (Fischer and Arnold 1990, 
Vanhamme and DeBont 2008, Wooten 2000) Furthermore, 
97% of the sponsor firm's actual client base 1s women 





l These features include size of the bag, fabric patterns and col- 
ors, trim components (e g , ribbons, beads), closure type (e g , zip- 
per, magnetic, snap), and embroidered personalization (eg, 
monograms, Greek letters) 


Consistent with the study's cover story, the advertise- 
ment stated that a firm specializing 1n customized products 
was conducting marketing research on campus with mem- 
bers of its target market (college women aged 18—24 years) 
In exchange for participation, those completing the study 
would receive a customized product worth approximately 
$50 Those interested 1n the study contacted a research 
assistant, who scheduled the sessions No other incentives 
were provided Eighty-two women responded to the adver- 
tisements and announcements, all of whom fell in the target 
age range All but one successfully completed the study 


Design and Procedure 


We manipulated two factors between participants (1) the 
intended recipient (self vs other) and (2) design support 
(present vs absent) Self-assessed design skill was measured 
When participants arrived, they were seated at a computer 
with dividers to ensure privacy, randomly assigned to one of 
the four experimental conditions, given a condition-specific 
instruction packet, and told they would have as much time 
as they needed to design their bag Participants were also 
reminded that they would actually receive the bag they 
designed 1n four to six weeks at no cost to them Each ses- 
sion contained between two and six participants and lasted 
an average of 45 minutes All participants’ packets con- 
tained the same step-by-step 1nstructions explaining how to 
access the firm's website, create an account, and navigate 
through the customization process Participants were able to 
choose the size of their bag, fabric for three different sec- 
tions of the bag (from a collection of 37 patterns and col- 
ors), trum components, closure type, and embroidered per- 
sonalization (for examples, see Appendix A) After they 
finished making their choices, participants saved their com- 
pleted designs using a unique 1dentification code assigned 
at the beginning of the session, enabling us to match the 
bags to the participant at delivery Finally, participants com- 
pleted the remainder of the survey, were thanked for their 
participation, and were told that they would be contacted 
when the bags arrived The website does not have the 
capacity to show consumers a virtual picture of the final 
bag, rather, consumers must visualize their final design 
using the pictures of the fabric swatches and options Thus, 
there 1$ some uncertainty about what tbe actual bag will 
look like 


independent Factors 


Intended recipient The first page of the instruction 
packet contained this manipulation Following a brief intro- 
duction, participants ın the “self” condition were given the 
following instructions 


You will be designing this bag for your own personal use! 
You can use it at school, on the weekends or any other 
time you would like Please take a few minutes to think 
about and describe how, when, or why you might use this 
customized tote bag 


Participants ın the “other” condition were instead given the 
following instructions 


You will be designing this bag as a gift for someone of 
your choosing! Take some time and think about who you 
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would like to design this tote bag for They can use tt at 
school, on the weekends or any other time they would 
like Please take a few minutes to describe who you plan 
to give it to, why you are choosing to design it for them, 
and about how, when, or why they might use this cus- 
tomized tote bag 


Following each of these statements, participants wrote 
down their thoughts on a page of lined paper We used these 
open-ended responses to ensure that the manipulation was 
successful 


Design support We manipulated design support both in 
the instruction packet and on the website itself For partıcı- 
pants in the “support present” condition, the first page of 
their instruction packet also contained the following para- 
graph offering a review by the firm’s professional design 
consultants 


The company has also agreed to make their professional 
design consultants available to review your tote bag 
design before ıt goes into production, if you choose After 
you have finished designing your bag on the website, you 
can decide whether or not you would like to have a design 
consultant provide you with feedback on your design 
This service ts purely optional! You are under no obliga- 
tion to use it, but ıt 1s available if you would like Just 
keep this in mind as you're ın the process of customizing 
the tote bag 


In addition to professional guidance/advice, this offer pro- 
vided participants ın the “support-present” condition with 
additional time following the session to think about and 
potentially change their design Participants 1n the “support- 
absent" condition were also given similar opportunities, they 
were simply not offered access to the professional consultants 

The design support manipulation continued during the 
actual customization process A software firm created two 
versions of the company's website— one that contained 
“help” links for each step of the design process and one that 
did not These help links provided advice to participants 
about things to think about when combining certain bag 
attributes into their designs Those assigned to the support- 
present condition were given the URL connecting them to 
the site with the help links embedded, those assigned to the 
support-absent condition received the URL to the other site 
Aside from the help links, no other differences in the web- 
sites existed 


Design skill The third independent factor in this study 
was self-assessed design skill After completing the cus- 
tomization task and the dependent measures, participants 
reported on four nine-point scales the extent to which they 
agreed that they were good designers and had the skills nec- 
essary to design a good tote bag, that creativity was an 
1mportant part of their 1dentity, and that their friends would 
likely select them to design a bag on their behalf The four 
items loaded on a single factor and were averaged to create 
a measure of design skill (M = 6 3, range 1 8-9 0, a= 91) 
To verify that the manipulated factors did not influence par- 
ticipants’ self-assessed design skill, we used analysis of 
vanance (ANOVA) Neither the manipulated factors nor 
their 1nteraction significantly influenced design skill (over- 
all model F(3, 78) = 56, not significant [n s |) 
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Dependent Measures at the Time of Design 


Following the completion of the customization task, partıcı- 
pants reported their expectations of their bag on six nine- 
point scales Keep 1n mind that the participants had not seen 
a picture of the final bag, they had to ımagıne what it would 
look like according to the choices they made Participants 
indicated the extent to which they believed that their bag 
was well designed, a good product, and one that they (or the 
recipient of their gift) would enjoy using Furthermore, par- 
ticipants indicated their confidence ın the design they cre- 
ated, how certain they were that they would like 1t, and the 
degree to which they expected to be satisfied by the bag's 
design (see Moreau and Herd 2010) All items loaded on a 
single factor and were averaged to create an overall mea- 
sure of expectations (M = 7 7, range 4 8 to 90,0 — 94) 

Following the expectations measures, participants 
reported their current level of anxiety On three nine-point 
scales, participants 1ndicated the extent to which they were 
feeling frustrated, nervous, and stressed The three 1tems 
were averaged to create an index of anxiety-related negative 
emotions (M = 3 6, range 10t090,a- 78)? Next, on a 
nine-point scale, participants reported the extent to which 
they agreed that designing the tote bag required a great deal 
of effort (M 2 32, range 10 to 9 0) 


Dependent Measures at Delivery 


When participants received their bags six weeks later, they 
completed a brief follow-up survey After taking time to 
examine their bags, participants reported on their satisfac- 
tion and willingness to pay 

We assessed satisfaction using a calculated expectation— 
disconfirmation measure (Diehl and Poynor 2010, Oliver 
1977) To keep the questionnaire brief, we used three items 
to assess participants’ reactions to their completed bags 
After they received their bags, participants 1ndicated how 
attractive and well-designed their bag was and the extent to 
which they were proud of the design The items loaded on a 
single factor, and we averaged them to form an evaluation 
index (M = 70, range 30 to 90, o, = 93) We computed 
satisfaction by subtracting expectations at the time of 
design from evaluations at the time of delivery (M = — 7, 
range —5 5 to 42, Diehl and Poynor 2010, Oliver 1977) 
Participants then responded to the following open-ended 
question “Jf you had been asked to buy this tote with your 
own money, how much would you have been willing to pay 
for ıt?” (M = $26 45, range $10 00 to $55 00) 


Results 
At the Time of Design 


Manipulation check Two research assistants reviewed 
participants’ open-ended thoughts, they confirmed that the 
“intended recipient" manipulation was effective  Partici- 





2Three items capturing positive emotions were also measured 
(happy, excited, and enthusiastic) Overall, participants reported a 
high level of positive emotions (M = 7 8 on a nine-point scale) 
Because neither the manipulated nor measured variables signifi- 
cantly influenced positive emotions, we do not discuss them further 


pants in the “other” condition identified a gift recipient for 
their bags 


Anxiety Following Irwin and McClelland (2003), we 
treated design skill as a continuous measure and used 
regression to test the effects of the independent variables on 
participants’ anxiety at the time of design The regression 
revealed both an interaction between the intended recipient 
and design support (B = —1 67, t = -2 34, p < 05) and a 
three-way interaction among those two factors and design 
skill (B = 24,t = 2 24, p < 05) 

We used an ANOVA to interpret the two-way interaction 
and to test H; Consistent with H,,, when the tote bag was 
intended as a gift, design support significantly reduced par- 
ticipants’ anxiety (Mother, Support Present = 2 7 VS Mother, Sup- 
port Absent = 3 7, contrast F(1, 41) =4 69, p < 05) When the 
bag was intended for the participant herself, however, the 
effect of design support was attenuated (Mselr, Support Present = 
36 vs Msgar, Support Absent = 4 0, F(1, 38) = 48, n s), as Hı, 
predicted Design support clearly reduced the anxiety of 


FIGURE 2 
The Interaction Between Design Support and the 
Intended Recipient (Study 1) 
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those designing for others but did not have a similar effect 
on those designing for themselves (see Figure 2, Panel A) 
We used a spotlight analysis to interpret the three-way 
interaction, with the results shown 1n Figure 3 We ran sep- 
arate regressions for the self and other conditions with 
design support, design skill, and their 1nteraction as predic- 
tors of anxiety When participants were designing the bags 
for themselves, there were no significant effects of the pre- 
dictors on anxiety (see Figure 3, Panel A) When partici- 
pants were designing the bags for someone else, however, 
the results revealed the main effect of design support 
described previously (B = —2 47, t = —2 82, p < 01) as well 
as an interaction between design support and design skill (B = 
08, t = 238, p « 05, see Figure 3, Panel B) When design 
support was present, the relationship between design skill 
and anxiety was significant (B = 11, t — 2 39, p < 05) Con- 
sistent with Hə, design support was most effective in reduc- 
ing the anxiety of those with lower reported design skill 
Notably, participants who designed the bags for them- 
selves still reported a moderate level of anxiety As we 
noted previously, consumers are not always fully aware of 








FIGURE 3 
Anxiety (Study 1) 
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their own preferences, and for these consumers, customiz- 
ing products can result in frustration or anxiety Our find- 
ings suggest that the design support offered 1n this study 
alleviates the type of anxiety arising from a combination of 
a gifting context and a perceived lack of ability The sup- 
port, however, did little to lessen anxiety ın participants 
customızıng for themselves 


Product expectations We also used regression to test 
the effects of the independent variables on participants’ 
expectations of their bags at the time of design As with 
anxiety, the results revealed a significant interaction 
between the intended recipient and design support (D = 
109, t = 284, p < 01) We also observed a significant 
three-way interaction among the intended recipient, design 
support, and design skill (B = — 16, t = -2 67, p € 01) 

We used an ANOVA to interpret the two-way ınterac- 
tion (see Figure 2, Panel B) When the bag was intended as 
a gift, the presence of design support significantly increased 
participants’ expectations (Mother, Support Present = 8 2 VS 
Mother, Support Absent = 7 7, contrast F(1, 41) = 4 06, p € 05) 
However, when the bag was intended for the participant 
herself, design support had no influence on expectations 
(Mselr, Support Present 7 75 vs Mserr, Support Absent — 75, FC, 
38) = 75,ns) 

To facilitate interpretation of the three-way interaction, 
we again used a spotlight analysis at one standard deviation 
below and above the mean of design skill (Fitzsimons 
2008) Figure 4 highlights the results We ran separate 
regressions for the self and other conditions, with design 
support, design skill, and their interaction as predictors of 
product expectations As with anxiety, when the product 
was intended for the self, the predictors had no significant 
effects on expectations (see Figure 4, Panel A) However, 
when the bags were intended as gifts, the results reveal the 
significant main effect of design support described previ- 
ously (B = 1 24, t = 2 47, p € 05), a positive main effect of 
design skill (B = 04, t = 2 07, p < 05), as well as a signifi- 
cant interaction between the two (B = — 04, t = —2 18, p < 
05, see Figure 4, Panel B) The negative valence of the 
interaction’s coefficient suggests that the positive effects of 
design support diminish at higher levels of self-reported 
design skill 

Does the anxiety experienced during the design process 
more generally explain participants’ expectations of their 
bags, as H4 predicts? To answer this question, we added 
anxiety to the regression model predicting expectations and 
found the significant, negative effect Ha predicts (B = — 24, 
t = 426, p < 01) With its addition, both the two-way 
interaction (B = 68, t= 192, p > 05, Sobel = 2 06, p < 05) 
and the three-way interaction fell below significance (B = 
—10,t = —1 79, p > 05, Sobel = -1 98, p < 05) Anxiety 
mediated the effects of the 1ntended recipient, design sup- 
port, and design skill on participants’ product expectations 


At the Time of Delivery 


The bags arrived approximately six weeks following the 
completion of the study (for examples, see Appendix B) 
Participants were informed of their arrival and given the 
opportunity to schedule a pickup time Of the 81 partici- 
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FIGURE 4 
Product Expectations (Study 1) 
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pants, 74 picked up their bags and completed the final sur- 
vey There was no significant effect of the independent fac- 
tors on participants’ pickup behavior 

Satisfaction With this computed measure, higher posi- 
tive values indicate positive disconfirmation (e g , “pleasant 
surprises"), and negative values indicate negative disconfir- 
mation A value of zero suggests that participants’ expecta- 
tions were perfectly matched by the actual bag Recall that 
the effects of the independent factors on product expecta- 
tions were mediated by the anxiety experienced during the 
customization task Are these emotions experienced during 
the design process a good predictor of overall satisfaction? 
We use a regression to address this question, examining the 
influence of the independent factors on disconfirmation to 
assess whether design support, ın addition to decreasing 
anxiety for some consumers, actually improved design out- 
comes 

The results reveal a significant two-way interaction 
between the intended recipient and design support (D = 
—] 51, t =—203, p € 05) When the tote bag was intended 
as a gift, the presence of design support significantly 


increased participants’ negative disconfirmation (Mother, 
Support Present = -14 vs Mother, Support Absent = — 3, F(1, 37) = 
3 67, p= 05) However, when the bag was intended for the 
participant herself, design support had no significant influ- 
ence on disconfirmation (Meir, support Present = — 6 VS Msar, 
Support Absent = — 4) Together these findings suggest that 
design support acted more as a placebo during the design 
process, reducing anxiety for those designing gifts without 
actually increasing the quality of the outcomes 


Willingness to pay We used a regression to determine 
the effects of the independent variables on willingness to 
pay Both a main effect of the intended recipient (B = 7 76, 
t — 208, p « 05) and an interaction between the intended 
recipient and design support emerged (B = —7 79,t 2 —2 09, 
p « 05) Participants were willing to pay more for a bag 
designed for someone else rather than for themselves 
(Mother = $28 11 vs Msef = $25 52) This main effect was 
qualified by an interaction The presence of design support 
had a marginally significant, positive influence on partici- 
pants' willingness to pay when the bag was for themselves 
(Mselr, Support Present = $27 03 vs Mseir, Support Absent — 
$23 00, F(1, 35) 2 2 85, p « 10) but a significant, negative 
influence when the bag was for someone else (Mother, Support 
Present 7 $26 13 vs Mother, Support Absent — $30 58, F (1, 37) = 
3 83, p « 05, see Figure 5) 

Could satisfaction explain participants’ willingness to 
pay” To test this relationship, we added satisfaction to the 
regression model predicting willingness to pay and found 
that ıt had a significant effect (B = 1 54, t = 2 60, p= 01) 
With this addition, the two-way interaction fell below sig- 
nificance (B = -5 78, t = —1 53, p > 10, Sobel = —1 87, p= 
06), yet the main effect of the intended recipient remained 
significant ($ = 8 38, t = 281, p < 05) Thus, satisfaction 
appears to explain why those who designed gifts with 
design support available were willing to pay less for their 
products than those who designed gifts without design sup- 
port Satisfaction, however, cannot account for why partici- 
pants were generally willing to pay more when the bags 
were intended as gifts rather than for themselves 


FIGURE 5 
Willingness to Pay (Study 1) 
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To explain this main effect, we test whether participants 
were differentially valuing their productive resources (e g , 
time and effort) according to the intended recipient, as pro- 
posed by H4 We determined the correlation between self- 
reported effort and willingness to pay separately for those in 
the self and other conditions ? Keep in mind that effort was 
reported at the time of design while willingness to pay was 
reported six weeks later at delivery Consistent with Hy, 
there was a positive, significant correlation between effort 
and willingness to pay for those designing the product as a 
gift (r= 41, p < 05) For those designing the bag for them- 
selves, however, the correlation was not significant (r — 
— 13, p 10) As Figure 1 highlights, our findings suggest 
that there are two mechanisms that influence willingness to 
pay for the customized product (1) the consumer's satisfac- 
tion with the product and (2) the extent to which the con- 
sumer valued her own design effort 


Discussion 


The findings from this study demonstrate two ways the 
1ntended recipient influenced the value consumers place on 
their customized products (see Figure 1) First, design support, 
together with self-perceived design skill, decreased anxiety 
and raised product expectations when participants were 
designing products as gifts but not for themselves Because 
these expectations were not met, those designing gifts with 
design support reported greater negative disconfirmation and 
lower willingness to pay than those givers without support 
Second, the findings show that the intended recipient 
influenced how participants valued the effort they expended 
during the design process One of the most intriguing find- 
ings from Study 1 was the premium participants were will- 
ing to pay for product when it was intended as a gift 
($28 11) rather than for oneself ($25 52) While actual pro- 
ductive resources (e g , money, time, effort, Wooten 2000, 
p 93) were constant across conditions ın this study, con- 
sumers placed a higher value on their effort when designing 
a gift In all likelihood, these behavioral resources were val- 
ued to a greater extent in a gifting context because of their 
ability to signal the 1mportance and meaningfulness of the 
recipient and the relationship As Belk (1996, p 61) notes, a 
perfect gift is one that the giver made a sacrifice to provide 
Our results indicate that givers place a value on their sacri- 
fices In Study 2, we examine whether the presence of a 
strong brand moderates the value consumers place on their 
behavioral resources when designing a gift for someone else 


The Role of Branding 


In a gift-giving context, brand names can be used to signal 
the resources that were devoted to acquisition or creation of 
a gift Strong brands command a premium 1n the market- 
place because they both signal and provide quality and con- 
sistency to the consumer (Aaker 1996) Brands essentially 


3Neither the independent factors nor their interactions had any 
significant effects on reported effort 

“The independent variables had no significant independent or 
interactive effects on time, self-reported effort, or the actual cost 
of the bags in Study 1 
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indicate the amount of productive resources that the firm 
devoted to the design and manufacturing of the product A 
unique aspect of a customization setting, however, 1s that 
consumers and producers share 1n the design, but not 1n the 
manufactunng, of the product For example, the functional 
aspects of the shoes sold through the NIKEiD customiza- 
tion site are fully controlled by Nike, however, the aesthetic 
aspects of the shoes are primarily under the control of the 
consumer Does this “sharing” of the production process 
influence the brand’s effectiveness? We argue that the 
answer to that question depends on the intended recipient 

When the customized product 1s intended for the self, 
the consumer benefits both from the high-quality functional 
performance promised by the brand and the design’s close 
match to his or her own unique preferences Thus, a cus- 
tomized product carrying a strong brand name 1s likely to 
be valued more highly than a comparable unbranded cus- 
tomized product because the brand still signals the signifi- 
cant resources devoted to the manufacturing process 

We might expect a similar effect when the customized 
product 1s intended for someone else The giver may place a 
premium on a branded customized product because the 
brand 1s able to signal to the recipient the resources invested 
in the product by both the giver and the manufacturer How- 
ever, the act of designing a customized product requires 
behavioral resources not required when buying a product 
“off the rack " We have shown that behavioral resources are 
more highly valued when the product 1s 1ntended as a gift 
rather than for oneself Key to thus value, however, 1s the 
giver's belief that the recipient will recognize the giver's 
efforts A strong brand placed on a customized product may 
obfuscate this attribution Specifically, the giver may be 
concerned that the brand name, not the giver, will get credit 
for the behavioral resources expended in designing the 
product Though the giver “designed 1t him- or herself,” the 
recipient may be unaware of the giver's efforts Thus, 
givers may not value their behavioral resources (1e , effort) 
as much when a strong brand 1s present Evidence for this 
process would be found by comparing the correlations 
between the giver's effort and wilhngness to pay in a 
branded versus unbranded context We predict that the cor- 
relation will be lower when givers are customizing a 
branded rather than an unbranded product More formally, 


H; When a product 1s designed as a gift, the positive correla- 
tion between effort and willingness to pay 1s attenuated 
when a strong brand 1s present 


How will these effects influence consumers’ willingness 
to pay for their customized products? When no brand 1s pre- 
sent, the results from Study 1 should replicate because par- 
ticipants value their own efforts to a greater extent when the 
product 1s intended as a gift rather than for themselves For 
these participants, there is no brand to establish strong price 
or quality expectations Thus, we predict higher willingness 
to pay when the bags are intended as gifts rather than for 
the consumer 

When a strong brand 1s present, however, such price and 
quality expectations do exist, regardless of the intended 
recipient Furthermore, we expect the correlation between 
effort and willingness to pay to be less pronounced, for 
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those designing both for themselves and for others Conse- 
quently, the intended recipient 1s less likely to influence 
participants’ willingness to pay for the branded product We 
test these predictions in the following study using a more 
objective measure of behavioral resources (actual time) 


Study 2 


Design and Procedure 


The same firm that partnered with us in Study 1 agreed to 
assist us with Study 2 to better understand the role of brand- 
ing In Study 1, we used the sponsor company’s active web- 
site as the context for the study However, the sponsor firm 
is a start-up company with relatively small revenues and, 
more important, low brand recognition 1n the target market 
Therefore, 1n Study 2, two new websites were created One 
incorporated a highly recognized brand name on all the 
pages, the other was entirely generic, with no brand pres- 
ence whatsoever The firm agreed to work with its program- 
mers to create these two dummy websites These sites were 
identical in all ways except one was branded as a well- 
known handbag producer (Vera Bradley) while the other 
had no brand identity at all The dummy sites worked 
exactly as the live site, but only participants in the study 
had access to the URLs The potential for copyright 
infringement also prohibited us from producing bags for the 
participants in this study Participants designed their bags 
online in the same way they had in Study 1 

In this study, no one received design support, and par- 
ticipants did not expect to actually receive the bag they had 
designed To better approximate a real-world setting, we 
admunistered this study using online survey software, with 
participants completing the study when and where they 
chose (within a 48-hour window) Not only did this 
approach provide more realistic conditions, it also allowed 
us to measure the time participants spent on the task 

Participants were 76 women at a large southeastern uni- 
versity who took part 1n the study 1n exchange for course 
credit. Both the intended recipient (self vs other) and brand 
(present vs absent) were manipulated between subjects 1n 
this 2 x 2 study Because we used a known brand 1n the 
study, we used participants’ attitude toward that brand as a 
covariate along with participants’ self-reported design skill 


Independent Factors 


Intended recipient Intended recipient (self vs other) 
was manipulated ın the exact same manner as ın Study 1 
The survey software contained the same instruction sheet 
given to participants in the “design-support-absent” condi- 
tions ın Study 1 Asın Study 1, the first page contained the 
“intended-recipient” manipulation followed by the same 
open-ended questions After completing the open-ended 
section, participants designing for someone else also 
answered one additional question Participants 1n the "other" 
condition indicated on a nine-point scale how close their 
relationship was with the intended recipient Participants in 
the “self” condition were not presented with this question 


Brand Two dummy versions of the customization web- 
site were created for this study, one branded and one not 


Both sites performed exactly the same way as the live site 
used in Study 1, however, to avoid copyright 1ssues, the 
sites were actually dummy sites that only the participants 
could access The branded website incorporated the logo 
and name of a popular, high-end handbag company (Vera 
Bradley) on all pages of the site Participants were also led 
to believe that the bags produced would carry the Vera 
Bradley label 5 

To select this brand, we conducted a pretest with 100 
female students at the same university where the study took 
place In the pretest, respondents reported the top five 
brands that first came to mind when asked to think of high 
quality handbags Vera Bradley appeared as either the first 
or second brand 1n 72% of the responses and appeared as 
one of the top five brands in 88% of the responses At the 
time of the study, this particular name brand did not offer 
cocreated products The cover story given for the branded 
site was that Vera Bradley was researching a new cocreated 
product line The generic version of the site was created by 
removing all references to any particular company 


Dependent Measures 


Willingness to pay As 1n Study 1, participants responded 
to the following open-ended question “If you had been 
asked to buy this tote with your own money, how much 
would you have been willing to pay for 1t?" (M = $35 96, 
range $0 to $80 00) Unlike Study 1, participants provided 
this information without having seen (or received) the 
actual handbag 


Time The survey software captured the time partici- 
pants spent completing the full study Although ıt does not 
indicate how much time they spent on the design task itself, 
1t does serve as an approximation of the amount of time 
spent on the task Because participants could complete this 
study at the time and place of their choosing (within a 48- 
hour window), the time spent had much greater variance 
than that observed in Study 1, in which the sessions were 
scheduled in the on-campus computer lab (M = 29 9 min- 
utes, range 13 0 to 101 0) Time 1s a measured productive 
resource indicative of effort, and we use its correlation with 
willingness to pay to test H4 and H; 


Covariates 


Design skill Because design skill had a significant 
influence on expectations ın the first study, we included it 
as a covariate 1n the analyses We measured skill using the 
same items as ın Study 1 at the end of the survey As in the 
first study, the manipulated factors had no significant effect 
on participants’ self-assessed design skill (M = 4 5, range 
10to70,a= 89)6 

Brand attitude All participants indicated their attitude 
toward the Vera Bradley brand Only 3 of the 76 partici- 
pants were unfamiliar with the name Participants familiar 
with the brand indicated their agreement with the following 





SParticipants were later debriefed on the study and informed 
that Vera Bradley’s involvement was hypothetical 

6Design skill did not interact with either of the independent fac- 
tors manipulated 1n this study 


four statements (1) "I will not buy other brands if a Vera 
Bradley bag 1s available at the store,” (2) “Vera Bradley 
would be my first choice when shopping for a new bag,” (3) 
“I consider myself to be loyal to Vera Bradley,” and (4) “I 
am willing to pay a higher price for a Vera Bradley bag than 
I would for other brands” (M = 3 2, range 10 to70, a= 
92) Neither of the manipulated factors significantly influ- 
enced this measure 


Results 


Manipulation checks Two research assistants reviewed 
participants’ open-ended thoughts regarding the intended 
bag recipient (self or other), they confirmed that the 
“intended recipient” manipulation was effective All those 
in the "other" condition identified a gift recipient for their 
bags Importantly, those in the "other" condition reported 
having close relationships with those for whom they were 
designing the bags (M = 8 4, range 20 to 9 0) 


The correlation between time and willingness to pay H4 
predicts that a positive correlation will exist between the 
time participants spent customizing the product and their 
willingness to pay for 1t when designing the product as a 
gift but not for themselves H; then predicts that the pres- 
ence of a strong brand will moderate this effect Specifi- 
cally, Hs predicts that the positive correlation will be 
stronger when participants are designing a gift on an 
unbranded (vs a branded) website As in Study 1, we 
expect no correlation between time and willingness to pay 
when participants design a product for themselves, regard- 
less of whether a strong brand 1s present 

To test H4, we calculated correlations separately for the 
self and other conditions As we predicted, the correlation 
between time and willingness to pay was positive and sig- 
nificant when participants designed for someone else (r — 
34, p « 05) but not when they designed for themselves (r = 
02, ns) To test Hs, we calculated correlations between 
time and willingness to pay within each of the four condi- 
tions The results appear 1n Figure 6 and are consistent with 


FIGURE 6 
Correlation Between Time and Willingness to Pay 
(Study 2) 
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Hs The only correlation that was both positive and signifi- 
cant was observed ın the unbranded gift condition (r= 43, 
p « 05) The correlation 1n the branded gift condition was 
smaller ın magnitude and nonsignificant (r = 31, p = 20), 
and those 1n both of the self conditions were also nonsignif- 
icant (r = O4 andr- 17,ns) 


Willingness to pay We used a two-way ANOVA to 
assess the influence of the independent factors on willing- 
ness to pay, we also included the two covariates as predic- 
tors As expected, the results revealed a significant interac- 
tion between brand and the intended recipient (F(1, 75) = 
4 33, p < 05) When no brand was present, the intended 
recipient had a significant effect on willingness to pay 
(Mseir, No Brand = $30 05 vs Mother, No Brand = $40 11, FC, 
37) = 483, p < 05) However, when the strong brand was 
present, no significant effects were observed (Mser, Brand = 
$38 84 vs Mother, Brand = $35 41, F(1, 35) = 82, ns, see 
Figure 7) Importantly, when participants designed for 
themselves, the brand still had a positive effect on willing- 
ness to pay (Mself, No Brand = $3005 vs Msaf, Brand = 
$38 84, F(1, 36) = 3 75, p = 05) 

The results from this study demonstrate that firms' use 
of brand names on their customization websites can reduce 
the effects of the 1ntended recipient on consumers' willing- 
ness to pay for their products Furthermore, this study 
shows that when consumers design for themselves, the 
brand still commands a premium There is good news, how- 
ever, for firms lacking a strong brand name These firms 
can benefit from the higher valuation consumers place on 
their productive resources (eg, time and effort) when 
designing products as gifts 


General Discussion 


While interpersonal giving has received considerable atten- 
tion 1n the marketing literature (e g , Belk 1979, Fischer and 
Arnold 1990, Lowrey, Otnes, and Ruth 2004, Sherry 1983, 
Vanhamme and De Bont 2008, Wooten 2000), little attention 
has been paid to direct comparisons between gift-purchasing 


FIGURE 7 
Willingness to Pay (Study 2) 
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and self-purchasıng occasions Our research does exactly 
that 1n a customization context and shows that firms may 
benefit from tailoring the customization experience to the 
purpose of the consumer’s visit (gift purchase versus self 
purchase) 


Managerial Implications 


Randall, Terwiesch, and Ulrich (2005, p 71) highlight the 
irony that many firms “that are at the forefront of the cus- 
tomization movement offer a single standard process for 
their customization experience " Because our findings ulti- 
mately show that willingness to pay depends on the 
intended product recipient (self vs other), managers could 
ask consumers at the outset of the design process whether 
the product 1s intended as a gift The entire customization 
experience could then be customized accordingly 


Expectations In Study 1, design support was more 
effective 1n decreasing anxiety when consumers designed 
the custom product as a gift rather than for themselves 
Lower anxiety levels then translated into higher expecta- 
tions at the time of design These inflated expectations, 
however, were not met six weeks later at delivery, and will- 
ingness to pay suffered These findings lead to the conclu- 
sion that unless design support can actually improve design 
quality to meet expectations, design support may be less 
effective 

Rather than simply removing design support for those 
designing gifts, a more effective strategy for addressing this 
potential problem would be to better manage the giver’s satıs- 
faction after the design process 1s complete Specifically, 
firms could send messages to givers during the time when 
the product ıs being manufactured that congratulate the 
giver on her design, reassure her that quality control has 
reviewed the product, and 1nform her that the firm's experts 
are confident that her product will be well received Given 
the importance of social anxiety in the gifting context, the 
firm could also provide a quality guarantee that offers to 
allow the recipient to design a replacement product at no 
cost 1f the recipient 1s not completely satisfied with the cus- 
tom product This option would allow the giver to save face 
ın the gifting situation and ensure that the recipient's exact 
needs and wants are met 


Perceived effort Both studies found support for the 1dea 
that higher levels of effort, whether real or perceived, 
increased willingness to pay when the product was being 
customized as a gift This finding suggests that the invest- 
ments consumers make in navigating the potentially com- 
plex customization process are reflected 1n a higher value 
placed on the end product, but only when 1t 1s designed as a 
gift Thus, firms may want to subtly emphasize the time, 
effort, and psychic energy that the consumer 1s investing 
when it 1s intended as a gift To do this, a firm must be care- 
ful not to draw attention to the consumer's frustration but 
rather to the decisions that she 1s making on behalf of the 
recipient One way to accomplish this would be to cus- 
tomize the website for givers, making the name of the 
recipient salient at each decision point. For example, when 
the giver first begins the customization process, she could 


provide the name of the intended recipient For each deci- 
sion she then makes, the website could use the recipient’s 
name (e g , “please choose the fabric that Susan would like 
on the front of her bag") 

Another important way to leverage this finding would 
be to provide givers with a tasteful way to convey their 
efforts to the recipient Firms could include custom labels 1n 
or on the customized product, noting that the product was 
designed by the giver specifically with the recipient ın mind 
(e g , "Designed by Jane especially for Susan on her 21st 
Birthday") The custom label would reassure the giver that 
the recipient will be aware of her efforts, while the prompts 
on the website would remind the giver of the effort she 1s 
putting 1nto the product on behalf of the recipient 


Branding Study 2 demonstrates that branded products 
can still extract a premium from consumers who are design- 
ing for themselves Self-designers who design a branded 
product enjoy the promise of quality offered by the brand 1n 
conjunction with a customized product optimized to their 
own unique preferences This finding should be reassuring 
to firms engaged in or considering customuzation offerings 
because it implies that existing brand equity can be lever- 
aged and further developed in the marketplace For the 
designers of gifts, a strong brand may still be able to com- 
mand a premium if the giver does not feel she 1s competing 
with the brand for credit. By employing tactics such as the 
use of the customized “Designed By ” labels, the firm 
may enable givers to value their own efforts to the same 
extent that they do on unbranded products, knowing that 
they will get the credit for the design 


Theoretical Contributions 


To our knowledge, our research 1s the first to examine the 
influence that the 1ntended recipient has on a customized 
product's evaluation By undertaking such a study within a 
customization setting, we are able to make theoretical con- 
tributions to the gift-giving literature Because customiza- 
tion involves effort on the part of the designer, we are able 
to examine how that effort contributes to consumers’ prod- 
uct reactions Using two different measures of effort (sub- 
Jective in Study 1, objective in Study 2), we demonstrate 
that consumers place a higher value on the behavioral costs 
that they expend ın the design of a customized product 
when it 1s intended as a gift rather than for personal use 
This higher valuation likely reflects the value that the giver 
places on the recipient (and the relationship) while simulta- 
neously enhancing the giver’s self-identity Further research 
will be necessary to generalize this finding to noncus- 
tomization settings 

We contribute to the growing literature on customiza- 
tion by demonstrating that the premium consumers are will- 
ing to pay for these unique products depends on whether 
consumers are shopping for themselves or for others 
Specifically, our results show that the effectiveness of the 
firm's investments 1n design support and branding strategies 
ın Increasing consumers’ willingness to pay depends on the 
intended recipient To our knowledge, Study 2 1s the first to 
manipulate the presence of a strong brand to understand its 


influence 1n a customization context Our findings demon- 
strate that brands can still command a premium in these 
customization settings, firms lacking a strong brand pres- 
ence, however, can achieve a similar premium when con- 
sumers value their own design efforts, as observed in a gift- 
ing context Further research on customization should 
consider whether more specific aspects of the brand (eg, 
personality and awareness) are differentially effective 
depending on the recipient 


Limitations and Further Research 


Inherent in any study are limitations and opportunities for 
further research that should be acknowledged One short- 
coming of the first study was that we only measured will- 
ingness to pay at the time of delivery and not immediately 
following the design process We made this decision, in 
part, due to the capabilities of the website Because the site 
could not show a simulated picture of the finished product, 
we felt that willingness to pay would be more informative 
when participants received their actual products 

Second, the design support provided in Study 1 pro- 
duced a placebo effect, reducing gift-givers’ anxiety with- 
out a commensurate improvement 1n the actual outcome It 
1s possible, however, that a different type of design support 
would be more effective in improving the actual outcome 
Thus, further research should investigate whether different 
types of design support may reduce anxiety and improve 
the product's actual designs 1n the eyes of the customer 

A third limitation of this work is that the generalizabil- 
ity of the results 1s limited because of the composition of 
the sample and the choice of the stimuli While female col- 
lege students were an appropriate and realistic sample to 
use 1n the context of handbag customuzation, the application 
of the results to other cocreation media that serve broader 
segments should be done with caution. Future work on gift- 
ing and cocreation should extend to other product areas, 
should examine the effects of brands that vary ın strength, 
and should include broader and more diverse samples Fur- 
ther research should also examine customization decisions 
that extend beyond the purely aesthetic realm Important 
differences may emerge When customizing the functional 
aspects of products, for example, novice consumers may 
experience high levels of uncertainty regardless of the 
intended recipient. Extending this work into the functional 
domain would also allow for greater generalizability of our 
findings 

Finally, a central tenet of both studies 1s that relative 
effort 1s an 1mportant determinant of product outcomes (sat- 
isfaction and the prices that participants were willing to 
pay), especially when the customer 1s designing for some- 
one else However, neither of our studies compared design- 
ing products to simply selecting products from a standard- 
ized set While it is important to note that designing and 
selecting are two different phenomena, future studies 
should investigate whether similar results would be found if 
customers were given such a choice 
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APPENDIX A 
Examples of the Choices Participants Made in the Customization Task 





Step 1: Choose your size 


Prcing bids Cod loq of sərir balıq hidi PAİN Kho cumə. 


w 


rx? ig 
((134”x3”1/ o” fat ii 447 


ap 


ted 
gr a 


b” 


a 





Step 4: Choose your trim 
PY e rei ym Pleoament Des ine 





5 2: Choose your layout 





Step 3: Choose your fabrics 


+ Entestor Fabric 
destin ; T o8 ut Librit thar dali (malas 
I — 0. Yerime al yor vin 
vu sedir ve co kc buie Ariero Amr 

tu ng. 
: Exterloc Fabric 
B iu a. Tha tha labne that vel ba du 
t s ated i! pit Hehe, 
Chron tirer Fabie 





aM: | 


Shepping For totes In 
bulkt? 


Border Paco! Fatte 
İ Teo fu idir Doğ Amea 
Du boydan al pour nob. 


nue ad Ta = ə - ch B 4 E iret HK 


Step 5: Pockets & Closures 
iiien lik q parate? (adi KHBO po paxla) 


t o 
Where would you like the pocort(s)? önerir 

uic 50 

g Q 
sizdən lr Mieten pu 

Chorum 
bs gehndi pa REZ Cee ao 4 ARE DAR. VIN Dad dadda il let 
Ən iran dii eod men 204. 


tana Che Bea Camre 
e o 








REFERENCES 

Aaker, David A (1996), Building Strong Brands New York The 
Free Press 

Aron, Arthur, Elaine N Aron, Michael Tudor, and Greg Nelson 
(1991), “Close Relationships as Including Other in the Self,” 
Journal of Personality and Social Psychology, 60 (2), 241—53 

Belk, Russell W (1979), *Gift-Giving Behavior," 1n Research in 
Marketing, Vol 2, Jagdish N Sheth, ed Greenwich, CT JAI 
Press, 95-126 

(1996), “The Perfect Gift," ın Gift Giving A Research 
Anthology, Cele Otnes and Richard F Beltramini, eds Bowling 
Green, OH Bowling Green State University Popular Press, 
59-84 

Bettman, James R, Mary Frances Luce, and John W Payne 
(1998), “Constructıve Consumer Choice Processes,” Journal of 
Consumer Research, 25 (December), 187-217 

Broniarczyk, Susan M and Morgan K Ward (2011), “It’s Not Me, 
Its You How Gift Giving Creates Giver Identity Threat as a 
Function of Social Closeness,” Journal of Consumer Research, 
38 (June), 164-81 

Chernev, Alexander, David Glen Mick, and Michael D Johnson 
(2003), “When More Is Less and Less Is More The Role of 
Ideal Point Availability and Assortment 1n Consumer Choice," 
Journal of Consumer Research, 30 (September), 170-83 

Davis, Harry L, Stephen J Hoch, and EK Easton Ragsdale 
(1986), *An Anchoring and Adjustment Model of Spousal Pre- 
dictions," Journal of Consumer Research, 13 (June), 25—37 

Diehl, Kristin and Cait Poynor (2010), “Great Expectations?! 
Assortment Size, Expectations, and Satisfaction,” Journal of 
Marketing Research, 47 (April), 312-22 





132 / Journal of Marketing, September 2011 


Fischer, Eileen and Stephen J Arnold (1990), “More Than a Labor 
of Love Gender Roles and Christmas Gift Shopping,” Journal 
of Consumer Research, 17 (December), 333-45 

Fitzsimons, Gavan J (2008), “Death to Dichotomizing,” Journal 
of Consumer Research, 35 (June), 5—8 

Franke, Nikolaus, Peter Keinz, and Christophe Steger (2009), 
“Testing the Value of Customization When Do Customers 
Really Prefer Products Tailored to Their Preferences?” Journal 
of Marketing, 73 (September), 103-121 

and Frank Piller (2004), “Value Creation by Toolkits for 

User Innovation and Design The Case of the Watch Market,” 

Journal of Product Innovation Management, 21 (6), 401-415 

, Martin Schreier, and Ulrike Kaiser (2010), “The ‘I 
Designed It Myself’ Effect in Mass Customization,” Manage- 
ment Science, 56 (January), 125-40 

Huffman, Cynthia and Barbara E Kahn (1998), “Variety for Sale 
Mass Customization or Mass Confusion?" Journal of Retail- 
ing, 74 (4), 491—513 

Irwin, Julie R and Gary H McClelland (2003), “Negative Conse- 
quences of Dichotomizing Continuous Predictor Variables,” 
Journal of Marketing Research, 40 (August), 366-71 

Iyengar, Sheena S and Mark R Lepper (2000), “When Choice Is 
Demotivating Can One Desire Too Much of a Good Thing?" 
Journal of Personality & Social Psychology, 79 (December), 
995—1006 

Lowrey, Tina M , Cele C Otnes, and Julie A. Ruth (2004), “Social 
Influences on Dyadic Giving over Time A Taxonomy from the 
Giver's Perspective," Journal of Consumer Research, 30 
(March), 547-58 








APPENDIX B 
Design Examples 


= ya 
Bay * 
Yə t 
4 re 
LF 


s> 
gt 





dire 
3 
* 


A Fey 
av? 
Hn 


Qo x 


Kramer, Thomas (2007), “The Effect of Measurement Task Trans- 
parency on Preference Construction and Evaluations of Person- 
alized Recommendations,” Journal of Marketing Research, 44 
(May), 224-33 

Luomala, Har T and Martti Laaksonen (1999), “A Qualitative 
Exploration of Mood-Regulatory Self-Gift Behaviors,” Journal 
of Economic Psychology, 20 (April), 147-82 

Mick, David Glen and Michelle DeMoss (1990), *Self-Gifts Phe- 
nomenological Insights from Four Contexts,” Journal of Con- 
sumer Research, 17 (December), 322-32 

Miller, Claire Cain (2009) “On Web, Workshops to Create One-of- 
a-Kind Gifts,” The New York Times, (December 22), [http // 
www nytimes com/2009/12/23/business/23custom html] 

Moreau, C Page and Kelly B Herd (2010), “To Each His Own? 
How Comparisons with Others Influence Consumers’ Evalua- 
tions of Their Self-Designed Products," Journal of Consumer 
Research, 36 (February), 806—819 

Norton, Michael I , Daniel Mochon, and Dan Arrely (2010), “The 
‘IKEA’ Effect When Labor Leads to Love," HBS Working Paper 
Number 11-091, Harvard Business School, Harvard University 

Oliver, Richard L (1977), “Effect of Expectation and Disconfir- 
mation on Postexposure Product Evaluations An Alternative 
Interpretation,” Journal of Applied Psychology, 62 (4), 480-86 

(1996), Satisfaction A Behavioral Perspective on the Con- 
sumer New York McGraw-Hill 

Randall, Taylor, Christian Terwiesch, and Karl T Ulrich (2005), 
“Principles for User Design of Customized Products,” Califor- 
nia Management Review, 47 (4), 68-85 





+ 


at. 


> * , £ M " 
n n T | 
te 
is N | 
ə x x 


wa cba Tea 


Phi 


in 
bö 














: , and (2007), “User Design of Customized 
Products," Marketing Science, 26 (2), 268—80 

Robben, Henry S J and Theo MM Verhallen (1994), “Behavioral 
Costs as Determinants of Cost Perception and Preference For- 
mation for Gifts to Receive and Gifts to Give,” Journal of Eco- 
nomic Psychology, 15 (2), 333—50 

Schlenker, Barry R and Mark R Leary (1982), “Social Anxiety 
and Self-Presentation Conceptualization and Model,” Psycho- 
logical Bulletin, 92 (3), 641-69 

Sherry, John F, Jr (1983), “Gift Giving in Anthropological Per- 
spective,” Journal of Consumer Research, 10 (2), 157-68 

, Mary Ann McGrath, and Sidney J Levy (1992), “The Dis- 

position of the Gift and Many Unhappy Returns,” Journal of 

Retailing, 68 (1), 40-65 

: , and (1993), “The Dark Side of the Gift,” 
Journal of Business Research, 28 (November), 225-44 

Simonson, Itamar (2005), “In Defense of Consciousness The Role 
of Conscious and Unconscious Inputs ın Consumer Choice,” 
Journal of Consumer Psychology, 15 (3), 211-17 

Valenzuela, Ana, Ravi Dhar, and Florian Zettelmeyer (2009), 
“Contingent Response to Self-Customization Procedures 
Implications for Decision Satisfaction and Choice,” Journal of 
Marketing Research, 46 (December), 754-63 

Vanhamme, Joelle and Cees de Bont (2008), “Surprise Gift? Pur- 
chases Customer Insights from the Small Electrical Appli- 
ances Market," Journal of Retailing, 84 (September), 354-69 

Wooten, David B (2000), “Qualitative Steps Toward and 
Expanded Model of Anxiety in Gift-Giving,” Journal of Con- 
sumer Research, 27 (1), 84-95 














It's the Thought (and the Effort) That Counts / 133 


THE ACADEMIC RESOURCE CENTER 


The Academic Resource Center (ARC) Web site 1s the electronic outlet of the Academic Division of 
the American Marketing Association It is the most comprehensive collection of information rele- 
vant to marketing academics on the Web 


The ARC contains helpful information for 


Career Information on jobs, degrees, awards, international opportunities, and consortia 
Community Special interest group activities, conference news, newsletters, blogs, and 
listservs. 

Research Calls for papers, journals, bibliographies, theories, software, data, funding, and 
scales 

Service Information on the American Marketing Association Foundation, tips on service, 

information on reviewing, and so forth 

Teaching Cases, videos, textbooks, assignments, PowerPoint, syllabi, and assessment 

and class software simulations 


In addition to these areas, there 1s information on the history of marketing, marketing ethics, mar- 
keting and the arts, and humor Plus, there 1s a special section on each of the content areas of mar- 
keting, including Business-to Business, Consumer Behavior, International Marketing, Services 
Marketing, and all the rest! 


Check out these academic resources at www.marketingpower.com/arc 
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Outstanding Reviewers 


Among all the outstanding Editorial Review Board members, five people stood out as having more 
reviews than average, completing them faster than average, and having the highest level of quality 
They are the winners of the Best Reviewer Award for 2010-2011 


Joe Alba (University of Florida) 
Leigh McAlister (University of Texas at Austin) 
Rik Pieters (Tilburg University) 
Sankar Sen (Baruch College) 
Alina Sorescu (Texas A&M University) 


Guest Editor 
Journal of Marketing thanks Steve Shugan for serving as a guest editor during 2010-2011 





From the Editor: Reflections on the 
Review Process 


chief (EIC) of Journal of Marketing (JM) It has been 
a privilege and an honor to serve in this capacity I 

have had the good fortune to work closely with coeditors 
Bob Leone and Gary Frazier, and I thank them for their 
skillful and selfless service to JM 

The journal 1s in great shape, as evidenced by the met- 
rics published by the Institute for Scientific Investigation’s 
Journal Citation Reports for 2010 two-year impact fac- 
tor, two-year impact factor adjusted for self-citations, five- 
year impact factor, and total number of citations Journal 
of Marketing 1s at the very top of all marketing journals 
on each of these metrics It 1s ranked number 6 in the 
business journals category This 1s an impressive accom- 
plishment, for which much credit goes to the authors, who 
painstakingly developed and revised their manuscripts mul- 
tiple times 1n response to reviewers’ comments In addition, 
much credit goes to members of the editorial review board 
(ERB) and the hundreds of ad hoc reviewers, who self- 
lessly contributed their expertise to improving manuscripts 
I extend my grateful thanks to each author, ERB member, 
and ad hoc reviewer who contributed to JM I also thank 
Christopher Bartone, managing editor, for the great skill 
and deftness with which he manages the crucial behind- 
the-scene operations The journal simply could not exist 
without the contributions of these people 

Looking ahead, I am very bullish on JM It continues 
to attract an increasing number of manuscripts from across 
the world on a wide variety of topics and using a broad 
spectrum of qualitative and quantitative methods Impor- 
tantly, as of July of this year, JM 1s 1n excellent hands 
with Gary Frazier as the EIC Gary is an accomplished 
scholar with substantial editorial experience He brings to 
the journal a great set of skills, values, and energy He 
has recruited exceptional scholars as area editors and put 
together a highly accomplished ERB This augers well for 
the continued growth of the journal, and I am very excited 
about its future 

Looking back, I can count several privileges 1n serving 
as an EIC of a premier journal One of these 1s being able 
to see literally thousands of manuscripts and reviews and 
communicate with authors and reviewers at forums such as 
school visits and Meet the Editors sessions at conferences 
It forces an EIC to reflect on a variety of specific 1ssues and 
evaluate the importance of each very carefully Because this 
is a relatively unique vantage point, I would like to share 
broadly a few general lessons I have learned (or relearned) 


T= issue marks the last 1n my tenure as editor in 
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and also discuss some specific issues that I had to reflect 
on deeply 

I first discuss the general issues and then the more spe- 
cific ones related to research contribution, theorizing, and 
empirical work Throughout, I offer implications for both 
reviewers and authors Lest my remarks be misunderstood, 
I would like to emphasize that the review process works 
very well in the overwhelming majority of cases Review- 
ers do an admirable job of evaluating papers and offering 
suggestions, and authors do an equally good job of address- 
ing reviewer comments My objective 1s to offer ideas for 
consideration by both junior and senior scholars among us 
with a view to improving what 1s already a fine process 


General Issues 


The following points have become clearer to me over the 
course of my tenure as EJC 


I The perfect paper does not exist Every paper can be 
rejected for one or more reasons related to contribution, the- 
onzing (including starting assumptions 1n the case of ana- 
lytic work), and empirics (data and analyses) It 1s important 
for editors and reviewers to weigh all strengths of a paper 
against all its weaknesses and Judge whether the strengths 
outweigh weaknesses to reach conclusions about the paper's 
acceptability To be clear, however, a threshold level must 
be met on each of the following criteria. contribution, con- 
ceptual rigor, and methodological rigor 


2 A paper is a part of a conversation, not the final word on a 
topic When a piece of research 1s exciting or provocative, 
reviewers sometimes push authors to do more to answer 
questions raised by their studies or even to answer questions 
that are on the fringes of what 1s being studied This 1s 
a natural and understandable reaction However, ıt should 
not be incumbent on authors to answer all questions raised 
by their research on a topic or to study questions that are 
outside the scope of the paper That 1s the responsibility of 
the academic community, not of the authors alone, and will 
happen as others ın the community continue to study the 
topic 

3 Published papers rarely look anything like they did when 
they were first submitted It 1s natural for editors and review- 
ers to compare papers submitted to a journal with articles 
published in that journal to assess acceptability This can be 
a mistake and result ın a paper with a potentially good idea 
being rejected, because most papers improve substantially 
during the review process It 1s more productive if reviewers 
first ask whether there 1s a good idea buried 1n an initial sub- 
mission and, if yes, whether they can suggest ways 1n which 
the paper could be revised to an acceptable level I hasten 
to add that 1t would be a mistake for authors to interpret 
this point as suggesting that they submit half-baked papers 
in the hope of revising them according to reviewers’ sug- 
gestions Such papers almost always will be flatly rejected 
Reviewers find problems with papers that authors think are 
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perfect, ıt 1s the reviewers’ role to scrutinize papers crit- 
ically Authors should submit papers only after obtaining 
and incorporating critical feedback from trusted colleagues 
and assuring themselves there 1s nothing else they could do 
to improve their papers 


Next, I discuss some specific issues 1n three categories 
(1) research contribution issues, (2) theorizing and concep- 
tual issues, and (3) empirical issues 


Research Contribution Issues 


Authors often fail to clearly articulate their research con- 
tribution(s) When reviewers push them to do so, they 
sometimes come back with broad and unsatisfactory state- 
ments such as “This research 1s the first study on xyz phe- 
nomenon,’ "This research applies xyz theory to pricing,” 
or “This research integrates theory x with theory y” Such 
statements neglect to indicate precisely what new insights 
the studies generate In my view, the contribution of a 
majority of studies can be summarized in a single sen- 
tence such as “In this research, we show (for the first time 
ever) that [key findings]” I believe most authors would be 
well served completing such a sentence (or two maximum) 
before crafting their papers This would help them position 
their work and make 1t easier for reviewers to identify its 
value-add, thus working to the authors’ advantage 

Assuming authors (or reviewers) can identify a paper’s 
contribution, how might one judge its importance? A use- 
ful yardstick 1s this How much thinking and behavior on 
the part of how many marketing stakeholders likely will 
change as a consequence of the novel insights of the paper? 
Relatedly, reviewers often raise concerns about the narrow- 
ness of single-1ndustry studies, their (poor) generalizability, 
and thus the weak contnbution However, it ıs 1mportant 
to ask, "How damaging are concerns about single-industry 
studies?" I believe the answer depends on at least three 
considerations First, how broadly 1s an industry construed? 
For example, if a paper focuses on the health care industry, 
an argument can be made that it 1s broad enough to be of 
interest ın its own right Second, ın some cases, the empir- 
ical work may be done 1n a single industry, but the nature 
of relationships among variables studied may be argued to 
hold ın other industries In such cases, a single-industry 
study may not be a fatal limitation Third, how deep are 
the insights? In some cases, the variables studied may be 
specific to the industry and not make sense ın other indus- 
tries (eg, a particular movie genre ın the motion picture 
industry) The contribution of such papers may be lim- 
ited However, even 1n such cases, a paper conceivably may 
offer disproportionately deep and useful insights to offset 
the narrowness of the single industry In other words, it 1s 
helpful to think of the “area” of a paper’s contribution—if 
the breadth 1s narrow, the depth must be greater 


Theorizing and Conceptual Issues 


Reviewers often mghtly point out that a manuscript’s 
hypotheses have poor theoretical support In response, 
authors sometimes tack on pages of verbiage that cite vari- 
ous “theories” and studies, often in stand-alone “Literature 
Review” sections Frequently, this not only fails to provide 
theoretical support for the proposed hypotheses but also 
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makes the papers less readable Theoretical support for a 
novel proposition or hypothesis means articulating a rea- 
son the proposed (or uncovered) relationship between two 
variables (or among more than two variables, as in the case 
of moderation effects) should be expected to hold In many 
cases, the reason can be provided 1n as little as a few clear 
sentences that draw on prior findings, assertions, and/or 
even common sense Such reasons or arguments engender 
greater confidence in the proposed hypotheses than a dozen 
pages that restate what others have found previously but 
fail to clarify how those findings lead up to the proposed 
hypotheses I believe it ıs important for us to keep this 
notion of “theoretical support” in mind, as both reviewers 
and authors 

A more fundamental question 1s this Why 1s it important 
to provide theoretical support for hypotheses in the first 
place? The reason 1s simple When authors provide reasons 
or arguments to suggest that the hypotheses are plausible 
or could be expected to hold on the basis of what else 1s 
known, we have greater confidence 1n the hypotheses Just 
as our confidence 1n the replicability of certain. hypothe- 
sized effects 1s greater when data are consistent with the 
hypotheses, so too 1s our confidence in the replıcabılıty 
of those effects greater when there are good reasons to 
expect them 

Why not let the data “speak for themselves"? That 1s, 
why not forget about theorizing and simply report the 
effects we find ın a data set and leave it at that? This con- 
ceivably may be tenable if authors show that the effects 
replicate across diverse data sets If not, there 1s little that 
could differentiate such an endeavor from running random 
regressions with variables in a data set and reporting the 
results as effects observed in the data Furthermore, even 1f 
the effects are replicated across samples, doubts may per- 
sist 1f there 1s no good reason to expect the effects For (an 
extreme) example, if a researcher were to regress a firm's 
market share on the height of 1ts auditors' employees and 
find a statistically significant regression coefficient 1n mul- 
tiple data sets, ıt ıs doubtful we would want to assert there 
1$ a causal relationship between the two variables 

This leads to a related point Reviewers sometimes 
chastise authors for suggesting or even implying that the 
relationships they have found among variables are causal, 
especially in field studies and studies based on archival 
data Authors are admonished to write about such rela- 
tonships as (mere) associations I am aware of the cen- 
tunes of debate on the meaning of causality and the elusive 
nature of the concept That said, it seems to me that we 
are (and should be) interested 1n causal relationships, and 
not (mere) associations, regardless of how we phrase our 
sentences After all, why would we be interested in, say, 
advertising’s association with sales 1f 1t were not causal? I 
believe we should be more accepting of allusions to causal- 
ity in papers Although conclusively establishing or “prov- 
ing” causality 1s difficult, making inferences about causality 
with as much confidence as possible 1s a goal in much of 
our research 

An objection often raised by reviewers 1s that a paper 
does not draw on an overarching theory or framework to 
derive 1ts hypotheses/propositions (and why some variables 
were included in a model but others were not) This objec- 
tion can imply that there are some commonly accepted 


theones or frameworks “out there” and that each paper 
must start with one such theory/framework and derive all 
hypotheses from ıt If interpreted ın this way, this 1s a recipe 
for mediocrity because it forces all hypotheses to be sub- 
set of existing theones/frameworks, which stifles innovative 
thinking and research on new topics Moreover, 1t raises the 
following question If all hypotheses/propositions must be 
derived from previous ones, how did the currently “accept- 
able” theories come to be accepted in the first place? 

Perhaps a useful way to frame the point 1s that hypothe- 
ses/propositions 1n a paper should cohere in some way 
For example, the independent variables used across the 
hypotheses/propositions could have something 1n common 
(eg, they may be specific facets of a more general con- 
struct) Alternatively, perhaps there 1s a common theme ın 
the logic used to argue for the inclusion of the selected 
variables Still, ıt may be asked why such coherence 1s 
important It 1s important because ıt helps a paper provide 
an organized account of some phenomenon and also helps 
makes the investigation deeper and thus more insightful 
The implication for us as reviewers 1s to be clearer about 
the exact concern we have about the variables included 1n a 
model It would be even better 1f we could provide authors 
with an example of an overarching theory/framework or 
rationale for selecting a model's variables to give authors a 
clearer 1dea of what we would like to see The implication 
for us as authors 1s to develop a paper using a set of varı- 
ables and relationships that cohere 1n an identifiable way 
and to articulate 1t explicitly 


Empirical Issues: From a "Per Se" 
Mind-Set to a "How Else" Mind-Set 


In some 1nstances, reviewers' comments reflect a "per se" 
mind-set that deems a paper to be unacceptable because of 
a certain research design characteristic used 1n the paper's 
study Every few years, our field seems to hone ın on a 
research design characteristic with great passion. Examples 
include the use of undergraduate students ın lab experi- 
ments, (merely) cross-sectional data, low response rates, 
single-informant studies, single-item measures, common 
method bias, omitted variable bias, selection bias, endo- 
geneity, unobserved heterogeneity, and senally correlated 
errors, to name a few The danger arises when we mechan- 
ically cite one or another characteristic as justification for 
rejecting a study, regardless of the extent to which that char- 
acteristic 1s a problem 1n the particular study and regardless 
of its other merits 

For example, a reviewer may dismiss a study on the basis 
of a simple but sweeping blow “The study suffers from an 
endogeneity problem,” or “Common method variance 1s a 
problem with the study" When such concerns are unwar- 
ranted or overblown, their mechanical citation 1s especially 
unfortunate if it leads to rejection of papers that address 
important problems Such rejections hurt our discipline by 
shrinking its domain to narrow theoretical/substantive prob- 
lems that can be addressed with research designs 1ncorporat- 
ing the latest technical machinery Moreover, such rejections 
encourage other disciplines to focus on meatier problems 
that arguably should be addressed by marketing scholars 

Our discipline 1s likely to be well served 1f we as review- 
ers ask three questions (1) To what extent 1s a research 


design characteristic a problem in the particular study being 
reviewed? (2) To what extent does the design characteristic 
likely affect the conclusions reached from the study? and 
(3) Could researchers realistically conduct the study with 
a better design? In other words, we as reviewers would 
be better off not recommending rejection of papers with 
a certain design characteristic per se and asking how else 
(and whether) the theoretical/substantive problem could be 
feasibly studied better Next, I offer some illustrations that 
crop up periodically 

It 1s easy to knock lab experiments, especially with 
undergraduate students, as lacking 1n external validity. The 
real questions we as reviewers must ask are whether the 
specific findings/conclusions from the lab study are likely 
to hold outside the lab and why or why not While this 1s 
a judgment call, ıt 1s better to make the call than to rec- 
ommend rejection of a paper because it 1s a lab experiment 
with undergraduate student participants per se 

Stronger inferences of causality are justified when exper- 
imental designs or longitudinal data are used than when 
cross-sectional data are used Again, it ıs easy to knock 
a study as being (merely) cross-sectional However, cross- 
sectional data provide evidence that may (or may not) 
be consistent with causal relationships hypothesized by 
authors and are valuable to that extent The important ques- 
tion to ask 1s whether it 1s feasible to study the theoretical/ 
substantive problem of interest using an experimental or 
longitudinal design In many instances, the answer may 
be no For example, it may be difficult to persuade time- 
strapped senior executives to provide detailed ınforma- 
tion on the same variables at two points in time In such 
instances, the choices are to go with the feasible design and 
the insights 1t generates or to abandon the pursuit of the 
theoretical/substantive problem I would argue the field 1s 
better-off investigating interesting questions with the best 
feasible methods 

Reviewers sometimes find fault with (low) response rates 
obtained in primary data collected by authors and there- 
fore the representativeness of the sample While a good 
response rate 1s 1mportant when doing descriptive research 
such as profiling the means of a population's demographics, 
academic research 1s seldom of this nature Most academic 
research focuses on relationships between and among vari- 
ables A low response rate should be of concern if there 
is plausible reason to believe that the relationships found 
in a sample are unlikely to hold 1n the population Again, 
rather than objecting to a low response rate per se, it 1S 
more important to state why the relationships are unlikely 
to hold 1n a population 

Similar points can be made with respect to objections 
such as single-informant studies and single-item measures 
For example, in some cases, a single 1nformant may be 
preferable to multiple informants if the single-1nformant 1s 
most knowledgeable about the phenomenon being studied 
(Why would we want to contaminate an accurate response 
with an uninformed one?) Likewise, although ın general, 
multiple-items are to be preferred, 1n some cases a sin- 
gle item actually may be preferable (e g , measuring sales 
revenues) Similarly, in some study designs with a large 
number of constructs, too many items per construct may 
wear out an informant and lead to lower quality responses 

In other cases, reviewers can overstate problems if they 
do not assess the extent to which a concern holds ın the 
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particular study at hand These concerns involve common 
method bias, omitted variable bias, selection bias, endo- 
geneity, unobserved heterogeneity, and serially correlated 
errors Common method bias may or may not be a concern 
depending on the closeness of constructs whose relation- 
ship 1s being estimated and whether main effects or ınter- 
action effects are being estimated Omitted variable bias 
ın a regression model 1s of less concern if the correlations 
between omitted variables and the included variables are 
likely to be small Selection bias would be a bigger con- 
cern if a reason can be articulated as to why the selected 
cases are likely to be different from the ones not selected 
A concern raised about endogeneity is more credible if 
the likely source of a variable’s endogeneity 1s articulated 
The same applies to unobserved heterogeneity and serially 
correlated errors 

I recall a recent conversation with a senior and very 
accomplished scholar on the concern related to endogene- 
ity routinely cited 1n our field We wondered whether there 
existed any variable that 1s not endogenous We brain- 
stormed several variables, but every one of them could be 
argued to be endogenous In the end, we concluded that 
perhaps only God may not be endogenous, but 1t would be 
difficult to convince some reviewers of that 

My main objective in raising these points 1s to suggest 
that 1t 1s important for us as reviewers to examine the extent 
to which one or another research design characteristic 1s 
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likely to be a problem in the particular study and also to 
identify realistic ways the concern can be or should have 
been addressed It ıs all too easy to reject/dısmıss a paper 
using “per se” objections of the type noted previously 
A “how else” mind-set 1s more helpful than a “per se” 
mind-set 

Conversely, 1t 1s 1mportant for us as authors to antic- 
ipate the objections reviewers are likely to raise and to 
address them as best as we possibly can before submitting 
our papers I have come to believe that reviewers are more 
receptive to papers whose authors appear to have carefully 
considered common reviewer concerns and addressed them 
to the extent possible As authors, we also help ourselves 
immeasurably when we take reviewers’ comments to heart 
and respond to them in good faith rather than resort to 
expediency and do the least with which we think we can 
get by A simple rule of thumb 1s to do more than what 1s 
asked for by reviewers 

To reiterate a point I noted previously, the review pro- 
cess works very well in the vast majority of instances 
Most of us take our reviewing responsibilities very seri- 
ously Likewise, most of us as authors do a commendable 
job of addressing reviewers’ concerns and suggestions My 
objective 1n sharing these observations 1s to raise awareness 
and stimulate discussion to help make a fine process even 
better That 1s 1n our collective interest 


AJAY K KOHLI 
Editor in Chief 


Wolfgang Ulaga & Werner J. Reinartz 


Hybrid Offerings: How 
Manufacturing Firms Combine 
Goods and Services Successfully 


This article examines key success factors for designing and delivering combinations of goods and services (ie, 
hybrid offerings) in business markets Goods manufacturers, unlike pure service providers, find themselves in 
a unique position to grow revenues through hybrid offerings but must learn how to leverage unique resources 
and build distinctive capabilities Using case studies and depth interviews with senior executives in manufacturing 
companies, the authors develop a resource-capability framework as a basis for research and practice Executives 
identify four critical resources (1) product usage and process data derived from the firm's installed base of 
physical goods, (2) product development and manufacturing assets, (3) an experienced product sales force and 
distribution network, and (4) a field service organization In leveraging these specific resources, successful firms 
build five critical capabilities (1) service-related data processing and interpretation capability, (2) execution risk 
assessment and mitigation capability, (3) design-to-service capability, (4) hybrid offering sales capability, and (5) 
hybrid offering deployment capability These capabilities influence manufacturers’ positional advantage ın two 
directions differentiation and cost leadership The authors propose a new typology of industrial services and 
discuss how resources and capabilities affect success across categories of hybrid offers 


Keywords hybrid offerings, service transition strategies, resource-based view, business-to-business services, 
service classification, positional advantage 


customer solution fields to solidify their positions in 

increasingly competitive markets and grow their rev- 
enues and margins, leading to the well-documented shift 
from a goods-domunant to a service-dominant logic ın busi- 
ness markets (e g, Antioco et al 2008, Neu and Brown 
2008, Sawhney, Balasubramanian, and Krıshnan 2004, 
Vargo and Lusch 2004, Wise and Baumgartner 1999) From 
a scholarly perspective, we know a great deal about the 
processes, antecedents, and consequences of designing and 


T3 manufacturers have moved into service and 
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delivering successful service offerings, as most famously 
exemplified by the Gaps service quality model (Zeithaml, 
Parasuraman, and Berry 1990), the three-component model 
(Rust and Oliver 1994), and SERVQUAL dimensions 
(Parasuraman, Zeithaml, and Berry 1988) However, extant 
literature predominantly refers to pure services 1n consumer 
marketing settings, such as the airline industry, financial 
services, hospitality, and retailing 

This focus 1gnores a domain that may be critical hybrid 
offerings Shankar, Berry, and Dotzel (2007, p 2) define a 
hybrid offering as a combination of “one or more goods 
and one or more services, creating more customer bene- 
fits than 1f the good and service were available separately” 
The same authors provide a much simpler definition ın a 
managerial article “hybrid solutions are products and ser- 
vices combined into innovative offerings” (Shankar, Berry, 
and Dotzel 2009, p 95) We adopt the latter conceptualiza- 
tion, particularly with regard to hybrid offerings 1n business 
markets that combine industrial goods and services 

Moreover, we note increasing research interest in 
the successful deployment of goods-service combinations 
(Antioco et al 2008) For example, Fang, Palmatier, and 
Steenkamp (2008) derive empirical evidence from longi- 
tudinal, aggregate, firm-level data about when and how 
goods-based companies generate shareholder value when 
they begin to offer ancillary services The authors find 
that “the effects [of service transition strategies] on firm 
value become pronounced only after the level of service 
sales reaches a critical mass, which averages approxi- 
mately 20%-30% of total firm sales” (Fang, Palmatier, 
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and Steenkamp 2008, p 11) In a recent study, Tuli, 
Kohli, and Bharadwaj (2007) provide a new approach 
for understanding customer solutions a particular type of 
hybrid offerings 1n business markets The authors show that 
customers and supphers approach solution offerings from 
very different angles Whereas vendors typically view solu- 
tton offerings as customized and integrated combinations of 
goods and services for meeting a customer's business needs, 
customers perceive solutions as relational processes 

Despite this emerging body of research, we know lit- 
tle about what drives the success or failure of an effort to 
Increase the service component (Bolton, Grewal, and Levy 
2007, Neu and Brown 2008) In general, managers agree 
that they must move into services, but anecdotal evidence 
indicates mixed outcomes at best According to a Bain & 
Co study, only 21% of compamies succeed with their ser- 
vice strategies (Baveja, Gilbert, and Ledingham 2004), and 
few firms that enter service markets outperform their pure 
goods-centric counterparts in terms of revenue growth, mar- 
gins, or returns on equity. Stanley and Wojcik (2005) find 
that approximately half of all solution providers realize 
only modest benefits, and 2596 actually lose money 

We contend that this evidence exemplifies our poor 
understanding of hybrid offerings compared with pure 
goods and pure services offenngs Which particular 
strengths 1n operations, product development, and market- 
ing can a goods manufacturer leverage particularly well for 
hybrid offerings? What unique opportunities exist that pure 
service players cannot access? Rather than just a general 
agreement about why manufacturers move toward services, 
we need a better understanding of how they can ensure that 
their service activities succeed To address this fundamental 
issue, we investigate three main research questions 


1 What distinctive capabilities must goods-focused manufac- 
turers (compared with pure-service players) develop to gen- 
erate successful hybnd offerings? 

2 Which unique resources must manufacturers leverage to 
build these distinctive capabilities? 

3 How can goods manufacturers translate unique resources 
and distinctive service capabilities into positional advan- 
tages, and how do these effects vary across different types 
of services? 


By answering these questions, we make several contribu- 
tions First, using the resource-based view as a theoretical 
base, we identify resources and capabilities that are key for 
a successful hybrid offering deployment We do not aim to 
generate an exhaustive list of generic capabilities, rather, 
we focus on specific resources and distinctive capabilities 
that goods-focused manufacturing compames deem most 
important for developing successful hybrid offerings Then, 
we integrate those resources and capabilities into an overall 
conceptual frame Second, considering the many types of 
hybrid offerings, we develop a fine-grained typology that 
reveals how different types of hybrid offerings moderate the 
link between service capabilities and positional advantage 
In other words, when 1s a cost advantage more likely, or 
when 1s a differentiation advantage more likely to occur? 


Conceptual Background 


Organizations achieve competitive advantages predomi- 
nantly by developing and deploying resources and capa- 
bilities (Peteraf 1993) Resources are productive assets the 
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firm owns, capabilities are what the firm can do Resources 
per se do not confer competitive advantage but must be 
transformed into capabilities to do so An organizational 
capability 1s a “firm’s capacity to deploy resources for a 
desired end result” (Helfat and Lieberman 2002, p 725) If 
an organization 1s able to create such sources of compet- 
itive advantage, 1t may either translate them into a better 
cost position than competitors or be able to differentiate 
vis-a-vis competitors, which should increase its revenues 
We draw on the well-established concept of the resource- 
based view (Barney 1991, Peteraf 1993) and its applica- 
tion to marketing (eg, Day and Wensley 1988, Menon 
et al 1999) to develop substantive new insights into which 
supplier-relevant variables drive profitable revenue growth 
through hybrid offerings 

We are specifically interested ın two aspects First, what 
unique resources do pure service players lack that manufac- 
turers can leverage 1n the services domain by creating appro- 
priate capabilities? In this sense, we consider which dis- 
tinctive capabilities should be created, on the basis of those 
resources, to sell hybrid offermgs successfully In general, 
prior research has relied on the dichotomization between 
goods and services, which has benefited the field ın the 
sense that we know a great deal about the strategic suc- 
cess factors for pure service environments (e g , Bharadwaj, 
Varadarajan, and Fahy 1993, Zeithaml, Parasuraman, and 
Berry 1990) However, for many firm offerings, the core 
value proposition 1s explicitly 1ts combination of goods and 
services, and the market space for these offerings contin- 
ues to increase Organizations still struggle to exploit those 
value propositions (Baveya, Gilbert, and Ledingham 2004), 
and academia offers them few insights to guide manage- 
rial actions, though some recent 1nquiries have appeared in 
major marketing journals (Fang, Palmatier, and Steenkamp 
2008, Tuli, Kohli, and Bharadwaj 2007) Against this back- 
drop, we develop insights into the distinctive capabilities 
and unique resources required for goods-focused manufac- 
turing firms that venture into the services space 

Second, establishing a competitive advantage requires a 
Strategy that exploits the uniqueness of the firm’s port- 
folio of resources and capabilities (Barney 1991) Ser- 
vices are diverse by their very nature (Boyt and Harvey 
1997, Frambach, Wels-Lips, and Guendlach 1997, Lovelock 
1983), so depending on the type of good-service combina- 
tion, the critical resources and capabilities might be very 
different In other words, we cannot determine which unique 
resources and capabilities are required to garner competi- 
tive advantage without considering heterogeneity in hybrid 
offerings Therefore, we develop a typology of goods- 
service combinations to establish a more granular distinc- 
tion of the proposed effects 

For our empirical foundation, we tap into the experience 
and learning gained by key decision makers who manage 
the transition from goods to hybrid offerings 1n their firms 
We thus empirically identify and describe key resources 
and capabilities involved in generating successful offerings 
by manufacturing firms that have gained experience ın their 
shift toward service-led growth Considering the sparse aca- 
demic literature on the performance of service strategies in 
business markets, we adopt a discovery-onented, theory- 
in-use approach (Deshpandé 1983) Rather than relying on 
a hypothetico-deductive approach, we develop our frame- 
work from a managerial perspective (see also Tuli, Kohli, 


and Bharadwaj 2007, Ulaga and Eggert 2006) With data 
from a grounded theory approach (Glaser and Strauss 
1999), we derive insights into resources and capabilities 
and advance propositions regarding the effect of capabılı- 
ties on cost reduction and differentiation efforts, contingent 
on different types of good-service combinations 


Data Collection 
Pilot Studies 


We used two pilot case studies to familiarize ourselves 
with the study’s context, gain insight into the main 1ssues 
regarding their firms’ service growth strategy, and craft our 
interview guide for subsequent interviews (Yin 1994) In 
this stage, we met with multiple managers across functions 
and hierarchical levels from a leading global company ın 
the industrial gases sector and a European leader in the 
material handling equipment industry 

From the staff of the industrial gas supplier, we inter- 
viewed senior executives 1n charge of services across strate- 
gic business units that provide services and solutions to cus- 
tomers 1n different 1ndustries Over six months, we met with 
eight managers (e g , European services marketing manager, 
vice president of marketing, local services sales manager), 
both at corporate headquarters and 1n local country organi- 
zations In the material handling equipment company, we 
met with the five key decision makers involved ın design- 
ing and implementing the medium-sized company's service 
strategy, including the parent company's chief strategy man- 
ager, who coordinates service initiatives at the group level 

We summarized the data in the form of a memoran- 
dum about each case and jointly reviewed both memoranda 
to discern emerging themes and specific 1ssues raised by 
the managers From these initial analyses, ıt became clear 
that the concerns the 13 managers expressed centered on 
the resources and capabilities that manufacturers need to 
develop when seeking service-led growth 1n business mar- 
kets Accordingly, we crafted a semistructured interview 
guide for the second stage that armed at systematically 1den- 
tifying and defining the resources and capabilities that man- 
agers consider key for successful service-growth strategies 


Depth interviews 


In the depth interview stage, we gathered data through in- 
depth interviews with senior managers, whom we contacted 
through the alumni network of two major European busi- 
ness schools The sampling process ceased at saturation, as 
indicated by information redundancy Our qualitative sam- 
ple consists of key decision makers in 22 manufacturing 
companies, consistent with the sample sizes recommended 
for exploratory research (McCracken 1988) 


Sample characteristics The key sample characteristics 
in Table 1 show that the respondents represent industrial 
companies operating ın various product markets, including 
adhesives, automotive coatings and glass, bearings, cables 
and cabling systems, energy generation and distribution, 
onboard electronics for cıvıl and military aircrafts, print- 
ing presses, and specialty chemicals The companies range 
from medium-sized manufacturers to Fortune 500 corpora- 
tions Every firm ranks among the top three in its 1ndus- 
try, and the interviewed managers are key decision makers, 
including several executive board members 


In developing our sample, we aimed to maximize diver- 
sity among the participants, so we could uncover critical 
hybrid offering capabilities and resources However, we 
also needed the study participants and firms to share some 
characteristics to allow for comparability Therefore, each 
firm’s activities are deeply rooted in manufacturing, but 
they display very different backgrounds ın terms of experi- 
ence beyond their core product business Some had devel- 
oped ancillary services and customer solutions for almost 
two decades, others had just begun Similarly, we sought 
diversity 1n the functions and hierarchical levels represented 
by the participants Because we relied on key informants, 
we needed influential decision makers who led service 
initiatives and policies for their respective firms, so we 
invited only senior-level managers to participate Respon- 
dents’ ages ranged from 39 to 53 years 


Interview guide In the first part of the interview, respon- 
dents described their core business and market environ- 
ment, explained the role and scope of hybrid offerings and 
the organization of these activities within their company, 
and detailed how their hybrid offerings had evolved over 
tme Thus, we gained an understanding of each company’s 
core markets and its efforts to develop hybrid offering activ- 
ities associated with its goods-domınant business 

In the second part, respondents indicated the extent to 
which they considered their companies successful in devel- 
oping hybrid offerings To facilitate the process, we asked 
participants to provide examples of specific initiatives and 
offerings, which we used to probe their different capabili- 
ties and resources We aimed to generate examples of both 
successes and failures, probe the specific facets and mean- 
ings of each capability and resource identified by the man- 
agers, and understand differences across various types of 
offerings We also attempted to understand how the man- 
agers judged performance outcomes, beyond revenues and 
margins Therefore, we carefully phrased the questions to 
elicit responses 1n an unobtrusive, nondirective manner and 
avoid the potential pitfalls of “active listening” (McCracken 
1988, p 21) Our main objective was to facilitate the emer- 
gence of key resources and capabilities, grounded ın the 
managers' own language, rather than capturing relevant 
variables that we had already specified The interview con- 
cluded with respondents describing themselves and their 
company background 


Analysis and Interpretation 


Interviews lasted, on average, one and a half to two hours 
Each interview was audiotaped and transcribed verbatim 
To identify distinctive capabilities and unique resources, we 
turned to grounded theory coding, which involves open, 
axial, and selective coding (e g , Strauss and Corbin 1998) 
Both lead researchers began by independently undertaking 
open coding, paragraph by paragraph, to identify the critical 
resources and unique capabilities mentioned 1n the verba- 
tim transcripts Any resources and capabilities that emerged 
during the analysis were transcribed in the margins and 
then labeled with 1n vivo or descriptive codes (Strauss 
and Corbin 1998) We compared our results, discussed any 
differences 1n coding outcomes, and jointly developed a 
preliminary coding plan that (1) listed the resources and 
capabilities identified, (2) provided a label and definition 
for each construct, (3) specified the respective properties 
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Participant Background 


Service business development manager, 
age 49 

Director, service business, 
age 43 

Sales director, industrial tires Europe, 
age 44 

Corporate director, fleet solutions, 
age 44 

Vice president, sales and services, 
age 47 

General manager, service support center, 
age 39 

Member, board of management, vice 
president, strategy and services, age 52 

Marketing director, strategic business unit 
services worldwide, age 39 

Chief executive officer, country subsidiary 
age 53 

Vice president, solutions, 
age 51 

Head of strategy, thermal coal business, 
age 40 

Key account sales director Europe, 
age 54 

Member, board of management, 
age 53 

Account manager, age 45 


Member, board of management, national 
subsidiary, age 38 

Global services director, Europe, Middle East, 
and Africa, age 47 

General manager, Europe, age 45 


Director customer service, age 40 
Head of services, Europe, age 52 


General manager, aftermarket sales, Europe, 
Middle East, and Africa, age 47 

Business development manager, emerging 
markets, age 51 

Sales manager, equipment and service, 
age 38 


“Maın service offering discussed during interview 
bGood underlying the service offering 

“Company size worldwide 

“Company size strategic business unit 


TABLE 1 


Qualitative Study Sample 


Company Size 


Sales? €186 million 
Employees? 293 
Sales? €600 million 
Employees? 3000 
Sales? €351 million 
Employees? 2396 
Sales? €16 8 billion 
Employees’ 121,356 
Sales? €721 million 
Employees? 2540 
Sales? €744 million 
Employees? 2175 
Sales? €17 3 billion 
Employees? 119,340 
Sales? €2 6 billion 
Employees? 13,000 
Sales” €8 9 billion 
Employees" 24,000 
Sales? €2 7 billion 
Employees’ 16,500 
Sales® $59 4 billion 
Employees“ 33,800 
Sales? €877 million 
Employees” 1563 
Sales” $72 billion 
Employees* 450,000 
Sales“ $1 3 billion 
Employees? 5700 
Sales? €362 million 
Employees? 1387 
Sales” €400 million 
Employees* 1400 
Sales? $11 2 billion 
Employees“ 34,900 
Sales” €13 5 billion 
Employees? 57,100 
Sales? €4 6 billion 
Employees? 17,300 
Sales” € 8 billion 
Employees? 3300 
Sales“ €9 billion 
Employees! 43,400 
Sales“ $ 6 billion 
Employees? 1400 


Service Offering and 
Underlying Good 


Hemote monitoring? 
Offset printing press? 
Preemptive maintenance? 
Automated welding machine? 
Automatic parts replenishment? 
Industrial full rubber tire® 
Fleet management? 
Truck tires? 
Rental/lease contract? 
Forklift truck? 
“Fiy-by-the-hour” agreement? 
Aircraft engine? 
Energy efficiency consulting? 
Electricity meter? 
Videoscreen uptime guarantee? 
In-flight entertainment system” 
Crop protection assistance? 
Insecticide? 
Performance agreement? 
Power plant coolant pump? 
Multisourcing contract? 
Coal mining? 
Asset optimization? 
Ball bearing? 
IT solution? 

MRI scanner? 
Customization service? 
Design automation software? 
Tool fleet management? 
Construction tool? 
Project management? 

Id card printer? 

OEM paint shop solution? 
Automotive coatings? 
Document management? 
Office printers? 
On-site gas management? 
Industrial gas” 


Equipment retrofitting and upgrades? 


Injection molding systems? 


Design and project management? 


Elevators and escalators” 


Total maintenance and repair agreement? 
Heavy construction/mining equipment? 


of each construct, and (4) delivered an example to illus- 
trate its meaning and content To decide whether to include 
various individual resources and capabilities, we relied on 
three key criteria similar to those used by Tuli, Kohli, and 
Bharadwaj (2007) (1) Is the resource and/or capability 
applicable beyond a very specific context? (2) Did mul- 
tiple participants mention the resource and/or capability? 
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and (3) Does the resource and/or capability go beyond the 
obvious to provide interesting and useful conclusions? 

In the second step, we moved to axial coding and laid 
out the properties and dimensions of each resource and 
capability identified in the previous step We also inves- 
tigated relationships between constructs As Strauss and 
Corbin (1998) recommend, we first assessed how each 


resource and capability related to other variables before 
developing our overall framework As a result of this step, 
we refined our coding plan further Finally, for the selec- 
tive coding step, we integrated all resources and capabilities 
into an overall framework We both reviewed the scheme 
for internal consistency and refined the wording of the def- 
initions and the selected examples 

As acheck on the reliability of our findings, we asked two 
independent judges to review the coding plan and ınstruc- 
tions, as well as the verbatim transcripts, and verify the 
accuracy of the resources and capabilities we identified 
We assessed interjudge reliability according to Perreault 
and Leigh’s (1989) index of reliability, which reached 89, 
well above the 7 threshold recommended for exploratory 
research (Rust and Cooıl 1994) To enhance content valid- 
ity, we also provided the study participants with a sum- 
mary report that included the framework, definitions, and 
examples of resources and capabilities Thirteen respon- 
dents returned written comments indicating their agreement 
with the overall structure of our framework However, sev- 
eral managers suggested slight changes 1n the wording of the 
definitions to increase their conceptual clarity One manager 
also requested the elimination of an illustrative example 
for confidentiality reasons Finally, we presented our frame- 
work and definitions to marketing and sales managers 1n two 
executive education workshops They individually reviewed 
our definitions of the service capabilities and underlying 
resources and provided written feedback regarding how well 
they reflected actual practices The participants also shared 
their views on the definitions and overall framework 1n a 
group discussion These executives again agreed with the 
overall structure of our framework and offered only minor 
suggestions regarding the wording of the definitions The 
trustworthiness of the results 1s also evident in the formal 
application of grounded theory criteria (Glaser 1998)—fit, 
relevance, workability, and modifiability—as we summarize 
in the Web Appendix (http //www marketingpower com/ 
ymnov11) Overall, the formal coding process as well as 
the trustworthiness assessment gave us the confidence that 
our results captured the key variables related to the success 
and/or failure of hybrid offerings 1n manufacturing firms 


Strategic Resources and 
Capabilities 

The research questions to be addressed 1n this section are as 
follows What are the key capabilities that goods-focused 
manufacturers need to develop when generating successful 
hybrid offerings? and Which unique resources must they 
leverage to build those capabilities? Figure 1 integrates 
the resources and distinctive capabilities identified in our 
research into an overall framework 


Relevant Resources Available to 
Manufacturing Firms 


A firm's resources are the stocks of available factors owned 
or controlled by the firm (Amit and Schoemaker 1993) 
Manufacturing firms, compared with pure service firms, 
have different stocks of relevant resources (Bharadwaj, 
Varadarajan, and Fahy 1993) We focus on which of these 
manufacturer-specific resources may be most critical and 


useful for developing hybrid offerings Our interviews 
revealed four such unique resources, which we describe in 
the following subsections 


Installed base product usage and process data The 
installed base of goods represents a unique asset for most 
manufacturing firms (Wise and Baumgartner 1999) For 
example, the manufacturer of printing presses 1n our study 
possessed a complete record of products it had sold in the 
past and in use by its customers If a firm services its 
installed base through maintenance and repair agreements, 
it can collect product usage and customer process data sys- 
tematically The growing role of smart technologies also 
has improved manufacturers’ access to strategic customer 
data (Rijsdijk, Hultink, and Diamantopoulos 2007) Watson 
et al (2002) offer a conceptual foundation for market- 
ing based on ubiquitous networks Goods are increasingly 
equipped with information and communication technolo- 
gies and form extensions of networks In a networked world 
(1e , remote control over and data capture by smart tech- 
nologies), manufacturers thus control a powerful resource 
in terms of product usage and process data 1n the installed 
base As one participant explained 


Today, our forklift trucks are equipped with a mülti- 
tude of data sensors We remote-monitor operations 
on a real-time basis, 24/7, which allows us to collect 
data on how many hours the forklift truck runs per 
day, how many hours of downtime the equipment 
endures etc We consolidate all that data in an online 
database 


In many instances, participants explained that access to data 
represented a unique asset that their firms jealously pro- 
tected to differentiate themselves from other manufacturers 
and keep pure service players at bay As another participant 
mentioned 


In energy efficiency services, we’re not afraid of 
those consultants Let them chase after customers 
with their PowerPoint presentations We'll always 
beat them because when ıt comes down to compar- 
ing them versus us, customers understand that we 
are in the pole position We build those electricity 
meters, we install them, we run them and we have 
all the historic data of how electricity flows ın that 
building That’s unique 


To further protect access to this unique resource, several 
executives underscored that their companies systematically 
designed goods in such a way that neither competitors 
nor pure service players could properly provide service 
on their equipment Suppliers in our study mentioned that 
customers often did not collect product usage or process 
data in a systematic way, let alone develop specific service- 
related data analysis skills 


Product development and manufacturing assets Unlike 
pure service providers, manufacturers hold a stock of 
unique assets related to research and development (R&D) 
and production These specific resources, both tangible 
(e g , production tools, specific components) and intangible 
(eg, patents, licenses), are geared toward developing and 
producing goods Key manufacturing principles, such as 
process standardization, quality control, capacity manage- 
ment, and rapid prototyping, thus represent familiar terrain 
However, for a manufacturer, the goal 1s to leverage these 
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FIGURE 1 
Manufacturer-Specific Resources and Capabilities for Successful Hybrid Offerings 
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goods-oriented resources for the development of hybrıd 
offermgs For example, Markides and Williamson (1996) 
suggest that knowledge and resource spillovers likely help 
firms exploit synergies between manufacturing and ser- 
vices We suggest that manufacturing firms may enjoy a 
unique position in which they can draw on these specific 
resources to achieve a competitive advantage over direct 
competitors and pure service players in developing supe- 
rior hybnd offerings For example, the tire manufacturer 
ın our qualitative sample developed a new tire casing that 
allowed it to regroove and retread its tires more often than 
its competitors could As a result, customers’ trucks could 
go tens of thousands of miles more with the vendor's tires 
than with any other competitive tire This tire-related 1nno- 
vation objectively contributed to lowering trucking com- 
panies’ total cost of ownership The manufacturer initially 
tried to sell its tires at a higher price, but to no avail, 
likely because customers did not perform tire management 
in an optimal manner, so they could not reap the benefits 
of this innovation Because they did not perceive the value 
of the higher-priced tire, customers were simply unwilling 
to pay Over time, though, the manufacturer learned that 
its technology-related choices for the tire casing—which 
represented tangible resources ın the form of differentiated 
goods—-offered a unique asset that neither competitors nor 
third-party service providers could promise 


Product sales force and distribution network Manu- 
facturers typically rely on personal selling In general, 
business-to-business (B2B) firms invest 1n direct sales orga- 
nizations or work with channel intermediaries to cover sales 


10 / Journal of Marketing, November 2011 


territories Investments 1n a goods-centric sales force allow 
manufacturers to build unique resources that enable privi- 
leged access to customers and reinforce tres with key con- 
tacts, typically in procurement and technical positions 


We have a very efficient product sales force of 600 
sales reps nationwide Our people know the technical 
characteristics of our power tools pretty well They 
are trained to present the key features in the most 
effective way We expect a sales rep to be able 
to promote the unique benefits of a tool within a 
time window of no more than five minutes Our guys 
know the procurement manager, they regularly meet 
with the maintenance guy Therefore, they can make 
the sales pitch 1n no time 


Manufacturers further rely on channel intermediaries 
to cover sales territories For example, one equipment 
manufacturer ın our sample generated 90% of its sales 
through a network of more than 2000 exclusive and inde- 
pendent distributors With an average sales force of four to 
eight sales representatives m each dealership, the company 
steered sales through a powerful distributor organization 
However, the manufacturer's service revenues stagnated at 
well below 20% of overall sales The respondent com- 
plained that his firm had not found a way to leverage its 
dealer network, though considered as a unique resource in 
the market, to 1ts full potential for growing service sales 


Field service organization Most manufacturers invest 
into field organizations to deliver and install goods and 


service their installed base After-sales services often rep- 
resent a high-margin business that accounts for a signifi- 
cant portion of manufacturers’ profits Cohen, Agrawal, and 
Agraval (2006) report that businesses typically earn 45% of 
gross profits from their aftermarket, though 1t accounts for 
only 24% of revenues These authors also argue that manu- 
facturers often fail to get the most out of their investments 
in service networks, the participants in our study similarly 
underscored the bottleneck created by their field service 
organizations, due to scarce human resources 


We find it extremely hard to recruit and keep good 
service technicians There’s a blatant shortage of 
high-quality people, especially as our equipment isn’t 
the most attractive 1n the eyes of well-trained service 
employees in other industries We try to hire them 
away with attractive salaries, but 1t hasn't been easy 


The manufacturers explained that field service networks 
represented not only a key resource for providing after-sales 
services cost effectively but also an opportunity for ven- 
turing into new and more complex hybrid offerings How- 
ever, several managers complained that a lack of resources 
slowed their efforts to increase revenues 1n this area 

The four resources highlighted here represent unique 
resources that goods-focused manufacturers might own 
These resources are critical inputs to the construction of 
distinctive capabilities important to the successful deploy- 
ment of hybrid offerings 


Relevant Capabilities Available to 
Manufacturing Firms 


Capabilities refer to a firm's capacity to deploy its resources 
(Amit and Schoemaker 1993) From our empirical analysis, 
we derive a set of capabilities that are particularly useful for 
the successful launch of hybrid offerings, seem more likely 
to be developed by goods-dominant firms with their unique 
resources, and are rather new to services and marketing 
literature 


Service-related data processing and interpretation capa- 
bility As the previous section on manufacturer-specific 
resources reveals, product usage and process data derived 
from an installed base represent potentially unique assets 
for manufacturers (Allmendinger and Lombreglia 2005, 
Shugan 2004) Acquiring strategic customer data 1s a 
necessary though not sufficient condition Manufacturers 
still must determine how to translate these data into a 
source of new revenues and/or an opportunity to provide 
existing offerings at lower costs 

For example, the industrial equipment manufacturer we 
interviewed had installed dozens of electricity meters in 
commercial buildings to monitor customers’ energy con- 
sumption Using its unique data access, the manufacturer 
developed specific capabilities for analyzing energy con- 
sumption, which became the basis for distinctive skills 
in facility management As a consequence, the company 
achieved an ideal position to provide energy efficiency con- 
sulting services to business customers, which became a new 
source of revenue generation for the firm The vendor also 
gained a competitive edge over pure service providers, con- 
sulting firms, or even power utilities, because customers 
highly valued its ability to analyze data and provide new 
insights for better building management, which flowed from 


its previously installed base of electricity meters Similarly, 
the bearings manufacturer we interviewed systematically 
collected data on customer machines through condition 
monitoring and vibration analysis The vendor then used 
these data to perform analyses, gain deeper insights into 
customer operations, and develop suggestions to improve 
machine uptime In many cases, the bearings manufacturer 
became more knowledgeable than customers themselves 
about certain factory operations, which represented a basis 
for providing new offerings related to asset optimization 
Therefore, the core capabilities in this domain extend 
beyond skills usually described 1n marketing literature, such 
as customer-centricity (Shah et al 2006, Slywotzky 1996), 
customer intimacy (Treacy and Wiersema 1993), and cus- 
tomer orientation (Olsen, Slater, and Hult 2005) Vendors 
need deep insights into how they can leverage product usage 
and customer process data to grant customers benefits in 
terms of productivity enhancements and/or cost reductions 
The key challenge from a supplier’s perspective 1s to realize 
how to use data to add value to the customer’s bottom line 


We sell ATM machines for customers ın retail bank- 
ing To develop our solution offerings, we went 
beyond the usual interviews or customer satisfaction 
surveys Instead, we took a deep dive into the eco- 
nomics of retail banking and studied how the data 
we have on consumers’ usage of ATM machines 
could be leveraged for improving cash management 
in retail banking operations Moving cash ın and out 
of a branch costs a bank a tremendous amount of 
money So, we wanted to understand how we can 
help them save costs 1n their operations At the same 
time, we knew these guys look for new ways to dif- 
ferentiate themselves In that industry, the ATM 1s a 
key touch point for managing customer relationships 
So, we wanted to know how we can help the bank's 
marketing people to improve consumers’ interactions 
with their bank It's not that we have to become 
experts 1n how to run a bank But we need to know 
how we can add value to their bottom line The ques- 
tion is, Do we understand their business model? and 
Can we help them? 


Thus, service-related data processing and interpretation 
capabilities refer to the manufacturer's capacity to ana- 
lyze and interpret product usage and customer process data 
from an installed base, using advanced monitoring and 
communication technologies, and then use those data to 
develop hybrid offenngs that allow customers to achieve 
productivity gains and/or cost reductions Although capa- 
bilities usually draw on several resources simultaneously, 
the underlying primary resource here 1s product usage and 
process data derived from an existing installed base 


Execution risk assessment and mitigation. capabil- 
ity Risk, or “the extent to which there is uncertainty 
about whether potentially significant and/or disappoint- 
ing outcomes of decisions will be realized” (Sitkin and 
Pablo 1992, p 10), has been investigated ın relation to 
many aspects of managerial decision making In our case, 
hybrid offering execution risk refers to uncertainty about 
whether contractually agreed-on outcomes of hybrid offer- 
ings will be achieved 

Execution risk assessment and mitigation skills emerged 
as critical to stmke a balance between designing a 
competitively priced hybrid offering and still maintaining 
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internal profit targets This balance 1s a key challenge, 
largely because of the uncertain nature of future resources 
needed to meet performance level commitments (e g , 9896 
machine availability) Thus, goods manufacturers face the 
risk of committing to outcomes they cannot deliver 1n the 
execution process or that only can be achieved by adding 
unforeseen resources This risk 1s particularly acute when 
customers’ actions, which the vendor cannot control, affect 
service performance—a classical moral hazard problem 


We provide construction firms with fleet manage- 
ment for their tools Instead of buying equipment, 
customers pay a fixed monthly charge that covers all 
tool, service and repair costs That greatly sımplı- 
fies their lives and cuts out lots of hidden costs Yet, 
over time, we found that some construction work- 
ers changed their behavior once they knew that tools 
were now covered through a contract They handled 
the tools less carefully, and we found ourselves with 
soaring costs for repair and shipments We hadn’t 
anticipated these costs, and 1t took us a while to learn 
how to keep these costs 1n check by introducing per- 
sonalized tool labels and online tracking 


Participants mentioned three approaches to managing 
execution risks when designing and delivering hybrid 
offers A first approach involved pricing, such that man- 
ufacturers built price buffers into their agreements to 
safeguard their contract profitability For example, one 
company systematically raised prices ın situations ın which 
customers required contractual performance commitments 
However, this simplistic approach often failed, because the 
company found that by hedging risk through higher prices, 
it effectively priced itself out of the market 

A second approach relied on pooling risk across multiple 
accounts, which effectively redistributed that nsk across a 
broader base, as 1s widely practiced in inventory manage- 
ment with random demand (Eppen 1979) and 1n financial 
portfolio theory (Markowitz 1987) The following quote 
from one of our participants illustrates the key role of the 
critical size needed to pool the execution risks across a 
sufficiently large customer base 


We quickly learned that to roll out our solution 
offer, we couldn't just sell a few performance-based 
contracts here and there We had to achieve a critical 
mass to spread out execution risk across many cus- 
tomers One customer can't handle downtime risks 
alone But, if we group them, and if we bundle that 
rsk, then 1t becomes manageable To me, there's 
no surprise that it’s only the leaders ın many ındus- 
tries that go after those complex performance-based 
agreements You need to have a critical size A small 
"boutique" player just can’t handle that kind of nsk 


Finally, several firms had built effective risk evaluation 
skills based on their 1n-depth analyses and understanding 
of archival contract performance data They felt confident 
in their ability to construct reliable outcome expectations 
and meet contractually agreed-on performance thresholds 
while still keeping their prices competitive 

Developing these specific skills represented a major cul- 
tural shift for many firms Consider the example of the tire 
manufacturer 


To successfully sell fleet management solutions, our 
company had to gain deep knowledge ın correctly 


12 / Journal of Marketing, November 2011 


assessing the risks involved in taking responsibility 
of individual customers’ tire fleets, learning how to 
spread tire management risks across multiple truck- 
ing companies, and proposing solution contracts in 
such a way that we were able to meet customers' 
expectations while maintaining profit margins for 
individual contracts Imagine the culture shock that 
these changes involved Deep down in our DNA, 
we still are a manufacturer But we had to acquire 
actuarial expertise, we had to bring 1n people with 
entirely different skills and mind-sets and learn how 
to evaluate and take nsk 


The participants ın our qualitative study repeatedly 
explained that 1t took a willingness to accept a steep learn- 
ing curve to develop these skills over time However, once 
acquired, strong execution risk assessment and mitigation 
capabilities represented a powerful source of differentiation 
from competitors We thus define execution nsk assessment 
and mitigation capability as the manufacturer’s capacity to 
evaluate uncertainty about whether contractually agreed-on 
outcomes of hybrid offerings will be realized and then to 
design and implement safeguarding mechanisms to meet 
performance commitments while still maintaining internal 
profit targets The underlying primary resource for this 
capability 1s the product usage and process data derived 
from the existing installed base, which delivers the nec- 
essary facts to assess msks and hedge against negative 
outcomes 


Design-to-service capability Managers noted a third 
major challenge faced by their firms to develop hybrid 
offerings in which product and service elements interacted 
synergistically for value creation rather than in a merely 
additive manner Extant research on innovation focuses 
mostly on goods rather than services (Meyer and DeTore 
1999) Recent studies suggest that new product development 
and new service development follow similar underlying 
mechanisms, with drivers that differ in their relative ımpor- 
tance (Nyssen et al 2006) In line with this claim, managers 
asserted that their firms needed to incorporate the service 
component early ın their novation processes Respondents 
agreed that their firms overly emphasized technical prod- 
uct features and did not sufficiently “think service” 1n their 
innovation efforts 


One of the main problems we face 1s that we don’t 
think "service" when it comes to innovation Our 
R&D efforts are geared towards products Take our 
most recent tire launch Our product development 
folks focused their attention on improving product 
features This tire beats competition on any possible 
technical criterion that you can think of Problem 1s 
customers are not willing to pay for an overengi- 
neered product When we sought for other ways of 
squeezing value out of this technological beauty, we 
found that we could change the business model and 
sell an outcome, instead of selling features Did we 
plan this from the outset? Did we build service capa- 
bilities in the tire from the beginning? No! Were 
we happy when we learned that we could do so 
much more with the tire down the road? Yes! To be 
honest, we were lucky We didn’t take a systematic 
approach, but we should “think service” from scratch 
whenever we design a product 


As this quote shows, deliberately designing a component, 
a finished good, or equipment with the ambition to unlock 
new service opportunities provides manufacturers with a 
competitive advantage ın two directions First, it allows the 
firm to go to market with innovative new hybrid offerings, 
that 1s, 1t enables effective differentiation For example, 
design-to-service capabilities enabled the manufacturer of 
ATM machines ın our sample to venture into innovative 
offerings related to cash management for corporate cus- 
tomers 1n retail banking. Second, design-to-service capabil- 
ities allow manufacturers to identify opportunities for cost 
reduction when delivering hybrid offerings For example, 
by retrofitting its offset printing presses, one manufacturer 
enabled its service technicians to perform first-level mainte- 
nance remotely, thus reducing the number of costly on-site 
interventions Pure service players are at a competitive dis- 
advantage 1n both domains because they lack access to the 
offering’s underlying physical product features and cannot 
influence technical design decisions 

We therefore define design-to-service capabilities as the 
manufacturer’s capacity to develop a hybrid offering such 
that ıts tangible and intangible elements interact synergis- 
tically to tap its full differentiation and/or cost reduction 
potential The underlying primary resource 1n this case 1s 
the product development and manufactunng assets that a 
goods manufacturer possesses 


Hybrid offering sales capability Long-standing interest 
in marketing and sales literature pertains to the charac- 
teristics of effective salespeople and selling approaches 
(Franke and Park 2006) However, our knowledge of sys- 
tematic selling differences based on the nature of the offer- 
ing remains minimal Dubinsky and Rudelıus (1980) assert 
that selling techniques vary for goods versus services, but 
research has not clanfied the unique characteristics of the 
sales approaches or distinctive capabilities required for 
mastering hybrid offering sales 

Our participants agreed that selling hybrid offerings 
requires a very different approach than selling goods Man- 
agers explained that the sales process 1s more complex and 
longer In addition, when selling goods, vendors generally 
attempt to meet customer-defined specifications, whereas 
the object of a hybrid offering sale 1s rarely well defined 
from the outset They require strong customer involvement, 
or even cocreation, to elaborate the offering Finally, hybrid 
offering sales frequently involve multiple actors, across 
both the customer and the vendor firms 

These specific characteristics explain why salespeople 
need very specific sales skills, including a capacity to move 
beyond their comfort zone and access different decision 
makers in the customer organization, often higher in the 
hierarchy 


You need to develop the mght argument for the 
right person Don’t talk to a warehouse manager if 
you want to sell consultancy for productivity 

The higher the contact person in the customer 
organization, the easier 1t 1s to talk about value-added 
services The higher you go in a customer’s man- 
agement, the more vision they have on a problem 


They also need to reach deep into their own organization 
and develop the skills required to consult and coordinate 


with other employees Therefore, hybrid offering sales- 
people require networking capabilities, both internal and 
external Finally, they must roll out different arguments, 
specific to each of their customers Hybrid offering sales 
thus require a capacity to switch from selling product fea- 
tures to selling value This demand also exists ın other sales 
contexts, but 1t becomes particularly salient here For exam- 
ple, one manager trained the sales force to understand how 
customers justify investment decisions internally, so they 
learned how to help customers’ decision makers recognize 
the return on investment for their own organization When 
selling hybrid offerings, managers typically want their sales 
force to “sell the broader picture” instead of just focusing 
on individual products 


It’s difficult to start small and try to expand later 
on Our salespeople must understand the benefits of 
promoting the bigger frame rather than selling some- 
thing For example, we started one service deal with 
a budget proposal of €500,000 But then we dis- 
cussed the broader picture, and we landed the deal at 
€13 million Competition was at €950,000, but we 
won the deal 


A fine-grained understanding of the capability required 
for hybrd offering sales also allows for a better 
understanding of the specific challenges manufacturers face 
regarding their use of unique resources in sales and dis- 
tribution First, unlike pure service players, hybrid offer- 
ing suppliers typically are challenged to "infuse" hybrid 
offering sales into their existing sales model rather than 
simply replacing goods sales with hybrid offenng sales 
As a consequence, manufacturers face the unique chal- 
lenge of balancing the portfolio of salespeople who can sell 
goods, services, and combinations The necessary charac- 
teristics and required skills suggest several distinct person- 
ality traits, as illustrated by the managers in our sample 
For example, one manager claimed, “Product salespeople 
are from Mars, while services salespeople are from Venus” 
The distinction resonates well with anecdotal evidence in 
the business press that describes “hunters” (product sales- 
people) versus “farmers” (service salespeople) It also 1s 
in line with extant research into the effect of individual 
traits on sales performance (Kohli, Shervani, and Challa- 
galla 1998) Second, manufacturers need to train frontline 
employees to facilitate or even perform hybrid offering 
sales As one respondent explained, field technicians can 
“make or break” a sale They often represent a key source 
in identifying opportunities 


Our service technicians are a big asset 1n promoting 
services They are permanently on-site at the cus- 
tomer’s facilities and see what’s going on They help 
the sales force make the deal For example, when 
delivering gas cylinders to customers’ premises, we 
found that clients would ask truck drivers to connect 
a gas cylinder to their system while they were on- 
site That activity was a value-added service for cus- 
tomers Instead of providing the service “for free,” 
we recast 1t into a “for-fee” option Today, our sales- 
people sell ıt as a separate service Some of our 
technicians are great at identifying opportunities and 
promoting services But others just don't think that 
*selling" 1s part of their job 


Third, because manufacturers typically rely on chan- 
nel intermediaries for indirect sales, several participants 
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emphasized that firms must ensure that hybrid offering 
sales initiatrves align with the goals and activities of 
their distribution network Fourth, managers explained that 
manufacturers need to use specific sales tools that assist 
salespeople in documenting and communicating the value 
of a hybrid offering to their customers Using specific 
value communication tools emerged as an Achilles’ heel 
for many 


The key challenge 1s to get the customer understand 
the value of your remote monitoring offer Make ıt 
tangible A nice PowerPoint may be beautiful, but 
what 1s the reality 1n the end? Depending on who 
you're talking to, you must convince them that what 
you have 1s something factual So people can start to 
visualize what the value of your monitoring package 
really 1s 


The successful companies 1n our sample relied on vari- 
ous approaches to communicate value to customers, 1nclud- 
ing web-based payback simulation tools, white papers that 
documented the value that specific customers gain from 
their offerings, and case studies describing similar situa- 
tons One firm used proprietary software to demonstrate 
the savings customers could gain with its hybrid offerings, 
linked to a database of comparisons with the best practices 
of other customers worldwide 

Against this backdrop, we define hybrid offering sales 
capabihty as the manufacturer's capacity to reach key 
decision. makers in the customer organization, coordi- 
nate key contacts ın the customer and vendor firms, sell 
hybrid offering value through specific documentation and 
communication tools, and align the sales force with both 
the field organization and channel partners to increase 
hybrid offering revenues The underlying primary resource 
for this capability 1s the manufacturer’s existing sales force 
and distribution network 


Hybrid offering deployment capability Finally, managers 
consistently mentioned the need to strike a balance between 
ensuring efficiency and effectiveness in hybrid offering pro- 
duction and delivery processes The suppliers highlighted 
the ability to standardize back-office processes while main- 
taining front-office customization In a manufacturing envi- 
ronment, these suppliers were accustomed to stable and 
controllable production processes However, growing into 
hybrid offerings forced them to wrestle with the inherent 
variability of service operations Thus, a manufacturer’s 
standardization capabilities emerged as paramount 


To earn money 1n services, you need to industrial- 
ize the back office Take companies such as GE and 
IBM They really are process freaks What we’ve 
learned from these firms 1s that you need extreme 
rigor in the back-office When we first developed 
services, profitability was poor We quickly under- 
stood that we had to focus on execution For example, 
when maintaining equipment on site, a technician 
may easily screw up an electronic circuit board ın the 
machine If that board 1s worth €800, while the entire 
repair Job 1s billed €1,000, then profitability will go 
downhill So, we standardized our service processes 
We gave our technicians toolkits and trained them 
how to intervene on-site Six years ago, operating 
margins in services were negative, —11 576 Today, 
we have reversed the situation Operating margins 
reached 16% last year 
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Several managers named a supplier’s willingness to take 
a production-line approach to operations as a prerequi- 
site for the efficient execution of hybrid offerings This 
approach comprises three elements, according to our depth 
interviews repeatability and economies of scale of hybrid 
offerings, modularity of service elements within hybrid 
offerings, and proactive management of delivery costs 
In terms of economies of scale, one respondent referred 
to a manufacturer’s understanding of a hybrid offering’s 
life cycle as necessary for achieving economies of scale 
through standardization 


When it comes to delivery, services are pretty similar 
to products Like products, services move through a 
maturation process You need to standardize services 
to achieve economies of scale The more standard- 
1zed the delivery processes, the higher the profit mar- 
gins Take the example of our maintenance contracts 
for medical equipment Over time, we have learned 
how to make money with these contracts 


In terms of modularity, participants mentioned the need 
to build a menu of hybnd offering preconfigurations from 
which customers could choose to satisfy different demands 
Managers finally discussed several approaches to mınımız- 
ing delivery costs One manager noted the role of smart 
technologies, which facilitated first-level maintenance and 
thus reduced the need to deploy costly field technicians 
Another firm invited customers to schedule routine main- 
tenance during periods in which the vendor could better 
use the idle capacities of its field service organization 
Yet another invested ın training its customers to perform 
troubleshooting and simple maintenance tasks themselves 
Finally, one company transferred standardized service tasks 
to its distributor network to achieve cost savings The man- 
agers’ discourses thus mirrored the renewed research focus 
on the productivity imperative (Rust and Huang 2009) 
Almost 40 years ago, Levitt (1976) urged managers to 
transfer mass production principles to service operations 

Although standardizing back-office operations and 
achieving greater levels of productivity can minimize costs, 
this effort cannot come at the expense of providing cus- 
tomers with the individual offer elements they need Recent 
research has suggested that an excessive focus on cost 
reduction actually reduces service revenue generation (Rust 
and Huang 2009), which implies that manufacturers must 
also seek effectiveness through flexibility in their cus- 
tomer interface Participants ın our study noted that their 
firms used flexible offering platforms to meet diverse cus- 
tomer needs For example, one company fulfilled customer 
adaptation needs while maintaining standardization require- 
ments through a set of predefined maintenance contracts 


We build “service boxes” For example, we offer six 
different types of maintenance packages for printers 
in retail banking In 80% of the cases, the customer 
fits into one of these boxes The customer can look 
at these offers and see which of them matches best 
his situation 


To develop a hybrid offering deployment capability, 
manufacturers also needed to invest in more specific 
resources 


Take our customer solution offer for in-flight enter- 
tainment systems 1n airplanes We entered the mar- 
ket with a technically superior product that was well 


received by the market We came into the game from 
the product side We overemphasized product fea- 
tures but didn’t give enough thought to the services 
airline companies needed Our competitors had a 
full-fledged solution offer in place So we had no 
choice [but] to match their offer As we started to 
deploy our solution, we found that we didn’t have 
the network, the processes, and people in place to 
make it work Our challenge is to build a system 
that allows us to deliver on the performance com- 
mitments we make, while still maintaining our profit 
margins You can’t build that overnight As we don’t 
have the experience yet, our prices are calculated 
with a security margin, and that doesn’t help a lot to 
make us look competitive in the market 


In focusing too much on product performance, this man- 
ufacturer neglected to invest in delivery-specific resources, 
such as an adequate network, processes, and people, to 
deploy its complex hybrid offering It thus struggled to 
meet its performance commitments cost-efficiently 

Accordingly, we define service deployment capability as 
a goods manufacturer's capacity to rely on flexible offering 
platforms that can standardize hybrid offering production 
and delivery processes while also safeguarding its ability to 
adapt to individual customers’ needs The resource base for 
this capability 1s predominantly the firm’s product devel- 
opment and manufacturing assets, as well as its field ser- 
vice organization For expositional clarity and to facilitate 
comparisons, we summarize the construct definitions and 
linkages between resources and capabilities in Table 2 


Typology of Service Offerings and Positional 
Advantage 


How does the ability to translate key capabilities into per- 
formance differ for various types of services in a hybrid 
offering? Using our interviews, we first develop a new 
classification of services that manufacturers combine with 
goods to form hybrid offerings We then discuss how 
unique resources and distinctive capabilities relate to manu- 
facturers’ positional advantage for each category identified 
in our typology 

Marketing literature defines services as “deeds, pro- 
cesses, and performances” (Zeithaml, Bitner, and Gremler 
2006, p 4) and as “the application of specialized compe- 
tences (knowledge and skills) through deeds, processes, and 
performances for the benefit of another entity or the entity 
itself" (Vargo and Lusch 2004, p 2) However, services 
can materialize in very different offerings Thus, to provide 
a more granular discussion of the effects of resources and 
capabilities on positional advantage, we need a typology 
that addresses such heterogeneity 

Many classification schemes have been suggested for 
services, predominantly in a consumer marketing context 
For example, Lovelock (1983) classifies services accord- 
ing to two fundamental issues at whom (or what) a 
service act 1s directed and whether the act 1s tangible or 
intangible The classification of industrial services has not 
received the same level of attention as consumer services, 
Boyt and Harvey (1997) distinguish three categories— 
elementary, intermediate, and intricate—according to six 
service characteristics replacement rate, essentiality, risk 
level, complexity, personal delivery, and credence proper- 
ties Frambach, Wels-Lips, and Guendlach (1997) instead 
use transaction versus relationship services 


Our proposed classification of industrial services con- 
tains two dimensions and thus identifies four good—service 
combinations The first dimension refers to whether the ser- 
vice 1s directed at the supplier's good or the customer's 
process Our interviews further reveal a second dimen- 
sion for classifying services in hybrid offerings whether 
the supplier's service value proposition 1s grounded ın the 
promise to perform a deed (input-based) or achieve per- 
formance (output-based) In combining these two dimen- 
sions, we derive four categories that differ fundamentally in 
the key resources and capabilities needed to deploy hybnd 
offerings in business markets (Table 3) 


Product life cycle services The manufacturers in our 
sample firmly asserted that they already were ın the ser- 
vice business because each firm provides a basic set of core 
services for business customers For example, the manu- 
facturer of injection molding machines could not sell its 
equipment without ensuring timely repair and maintenance 
services Therefore, product life cycle services (PLS) refer 
to the range of services that facilitate the customer’s access 
to the manufacturer’s good and ensure its proper function- 
ing dunng all stages of ıts lıfe cycle, whether before, dur- 
ing, or after its sale, such as the delivery of industrial cables 
to a customer’s construction site, installation of a high- 
voltage circuit breaker, inspection of an ATM, or recycling 
of a power transformer These services are directly attached 
to the supplier’s good, so the value proposition derives from 
the most generic definition of service a promise to per- 
form a deed on behalf of the customer For example, if one 
of its coolant pumps broke down, the nuclear power plant 
equipment manufacturer promised customers that 1t would 
repair the defective pump within a contractually agreed-on 
time frame 

The managers in our study complained that customers 
typically percerved PLS as a “must have” and displayed low 
willingness to pay for such services Because they found 
it difficult to differentiate PLS, managers sought to stan- 
dardize these basic services However, several managers 
also explained that PLS played a key role, beyond merely 
enabling sales, 1n that they were pivotal in establishing the 
vendor's reputation as a competent service provider They 
viewed building trust through PLS as a prerequisite for 
expanding into adjacent, value-added service categories 

Thus, these characteristics had important implications for 
pricing PLS Respondents explained that their firms were 
often tempted to give away PLS for free to secure equip- 
ment sales or simply invoice customers for time and mate- 
ral, according to a “break it, fix it” logic To avoid the 
pricing question, several firms bundled goods and services 
into an “all-inclusive” offer 

To succeed in this category, manufacturers were chal- 
lenged to meet customers’ basic expectations 1n the most 
cost-efficient manner, using highly standardized services 
Therefore, a manufacturer's skills 1n deploying the hybrid 
offering emerged as the primary distinctive. capability 
required for mastering PLS In addition, design-to-service 
capabilities allowed them to redesign equipment or compo- 
nents to minimize PLS production and delivery costs 

To secure these capabilities, manufacturers 1n our sam- 
ple primanly invested resources in their field service 
organizations In addition, several suppliers had invested 
in product development and manufacturing assets to con- 
tribute to the cost-efficient delivery of PLS 
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TABLE 2 


Summary of Definitions, Examples, and Linkages between Resources and Capabilities 





Unique Resources 
Installed base product 
usage and process 
data 


Product development 
and manufacturing 
assets 


Product sales force 
and distribution 
network 


Field service 
organization 


Distinctive Capabilities 
Service-related data 
processing and 
Interpretation 
capability 


Execution risk 
assessment and 
mitigation capability 


Design-to-service 
capability 


Hybrid offering sales 
capability 


Hybrid offering 
deployment 
capability 


Definition 


The stock of product usage and 

customer process data collected 
through a firm's installed base of 
goods and/or used in customers' 
operations 


The stock of resources invested ın 
a firms R&D and manufacturing 
infrastructure Product development 
and manufacturing assets are of 
tangible and intangible nature 


The stock of resources tied in a 
firm's direct sales organization and 
channel intermediaries to cover its 
sales territory 


The stock of resources allocated to 
a network of specialized 
technicians aimed at deploying and 
servicing the firm's installed base 


The manufacturer's capacity to 
analyze and interpret installed base 
product usage and process data to 
help customers achieve productivity 
gains and/or cost reductions 


The manufacturer's capacity to 
evaluate the uncertainty whether 
contractually agreed-upon 
outcomes will be realized and to 
design and implement safeguarding 
mechanisms to meet performance 
commitments while maintaining 
internal profit targets 


The manufacturer's capacity to 
integrate tangible and intangible 
offering elements synergistically to 
tap its potential for new revenue 
generation and/or cost reduction 


The manufacturer's capacity to 
reach key decision makers in the 
customer organization, coordinate 
key contacts in the customer and 
vendor firms, sell value based on 
specific documentation and 
communication tools, and align its 
sales force with the field 
organization and channel partners 
to grow revenues 


The manufacturer's capacity to rely 
on flexible platforms that allow for 
standardizing production and 
delivery processes while 
safeguarding its ability to adapt to 
individual customers' needs 


Example 


Forklift truck downtime 
data 


Patented tire casing 


Direct sales force of 
600 power tools sales 
reps 


Network of 110 field 
technicians servicing 
offset-printing presses 


Analysis of energy 
consumption in 
commercial buildings 
based on data collected 
from electricity meters 


Percentage of correctly 
operating video 
screens for inflight 
entertainment systems 
In commercial aircrafts 


Reengineering of a 
laser printer to reduce 
potential failures and 
decrease unscheduled 
maintenance 


Dedicated sales force 
recruited, trained, and 
Incentivized to sell 
“tons of iron ore 
transported” instead of 
promoting “heavy-duty 
mining equipment” 


Configuration of six 
different printer 
maintenance packages 
to cover the needs of 
retail banking 
customers 


Primary Resource Base 


Installed base product 
usage and process 
data 


Installed base product 
usage and process 
data 


Product development 
and manufacturing 
assets 


Product sales force and 
distribution network 


Product development 
and manufacturing 
assets field service 
organization 
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TABLE 3 
Classification Scheme of Industrial Services for Hybrid Offerings 





Nature of the 
Value Proposition 


Service Oriented Toward the 
Supplier’s Good 


Service Recipient 


Service Oriented Toward the 
Customer’s Process 





Supplier's promise to perform 


a deed (input-based) Definition 


eServices to facilitate the customer's 
access to the suppliers good and 
ensure its proper functioning during 
all stages of the life cycle 


Examples 


eDelivery of industrial cables 
elnspection of an ATM machine 
eRegrooving of an industrial tire 
eRecycling of a power transformer 
Primary Distinctive Capabilities 
eHybrid offering deployment capability 
eDesign-to-service capability 
Main Underlying Hesources 
eField service organization 
eProduct development and 
manufacturing assets 


Supplier's promise to achieve 


performance (output-based) Definition 


eServices to achieve productivity gains 
from assets invested by customers 


Examples 


«Remote monitoring of a jet engine 
* Welding robot software customization 
Primary Distinctive Capabilities 
eService-related data processing and 
interpretation capability 
eExecution risk assessment and 
mitigation capabilities 
eHybrid offering sales capabilities 
Main Underlying Resources 
e[nstalled base product usage and 


process data 


eProduct development and 
manufacturing assets 


1. Product Life-Cycle Services (PLS) 


2. Asset Efficiency Services (AES) 


3. Process Support Services (PSS) 
Definition 
eServices to assist customers in 
Improving their own business 
processes 
Examples 
eEnergy efficiency audit for a 
commercial building 
eLogistics consulting for 
material-handling processes In 
a warehouse 
Primary Distinctive Capabilities 
eService-related data processing and 
interpretation capability 
eHybrid offering deployment capability 
eHybrid offering sales capability 
Main Underlying Hesources 
installed base product usage and 
process data 
eField service organization 
eProduct sales force and distribution 
network 


4. Process Delegation Services (PDS) 
Definition 
eServices to perform processes on 
behalf of the customers 
Examples 
eTire fleet management on behalf of a 
trucking company 
eGas and chemicals supply 
management for a semi-conductor 
manufacturer 
Primary Distinctive Capabilities 
eService-related data processing and 
interpretation capability 
eExecution risk assessment and 
mitigation capabilities 
eDesign-to-service capability 
eHybrid offering sales capabilities 
eHybrid offering deployment capability 
Main Underlying Resources 
elnstalled base product usage and 
process data 
eProduct development and 
manufacturing assets 
eProduct sales force and distribution 
network 
eField service organization 





Asset efficiency services Respondents explained that 
their firms actively sought differentiation from competi- 
tion and to increase beyond genenc PLS through new 
and distinctive value-added services wrapped around their 
goods Several firms had moved toward asset efficiency 
services (AES), which we define as the range of ser- 
vices suppliers provide to achieve productivity gains from 
assets invested by customers The AES companies 1n our 
study developed include preemptive maintenance of ball 
bearings, on-site condition. monitoring. of an offset print- 


ing press, and customuzation of application software for a 
welding robot 

Similar to PLS, AES are directed toward the supplier's 
good and rarely are provided as stand-alone services For 
example, the manufacturer of MRI scanners proposed AES 
for ıts own medical equipment only, not for competitors’ 
scanners The comparison of PLS and AES reveals sev- 
eral key differences First, when venturing 1nto AES, firms 
fundamentally changed their value proposition. With. PLS, 
the vendors promised to perform a deed (1e, “we fix 
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the in-flight entertainment system when it breaks"), but 
with AES, they went one step further and committed to 
performance related to asset productivity (1e, “we guar- 
antee availability of 98 596 of video screens up and run- 
ning 1n an aircraft") Second, AES are by far less standard- 
ized than PLS and typically allow suppliers to differentiate 
themselves from competition For example, power utili- 
ties increasingly view high-voltage circuit breakers as a 
commodity, so by adding a remote monitoring service, the 
supplier 1n our sample found a way to enhance its core 
offer and set itself apart from its main competitors Third, 
respondents explained that unlike PLS, AES typically are 
not considered "must haves” among customers On the con- 
trary, customers understood that AES went beyond enabling 
an equipment's basic functioning, acknowledged that AES 
were sold separately from the vendor's core offer of goods 
and PLS, and displayed a higher willingness to pay for 
value-added AES—provided the suppliers could persua- 
sively communicate the potential productivity gains. In 
their move from PLS to AES, companies 1n our sample also 
gradually shifted from cost-based to value-based pricing for 
these new hybrid offerings 

Asset efficiency services exhibit commonalities with 
proactive postsales service, a concept Challagalla, 
Venkatesh, and Kohli (2009) investigate Two forms of 
proactive postsales service—proactive prevention and pro- 
active education—directly relate to our notion of AES 
According to Challagalla, Venkatesh, and Kohli, proactive 
prevention “refers to a supplier proactively initiating efforts 
to detect problems that may be imminent for a customer 
and taking action to avert them" (p 74), whereas proac- 
tive education “refers to a supplier initiating effort to edu- 
cate customers on how they can derive greater utility from 
its products” (p 76) Our study sheds additional light on 
these categories by underscoring the key shift in the man- 
ufacturer’s value proposition and by investigating the key 
capabilities and resources needed to excel in this domain 

That 1s, to succeed in AES, manufacturers needed to 
develop an ability to accurately assess and manage prod- 
uct failure risks Service-related data processing and inter- 
pretation capabilities, as well as execution risk assessment 
and mitigation capabilities, emerged as particularly relevant 
skills In addition, hybrid offering sales capabilities were 
noted as an important issue for AES because manufacturers 
had to switch to value-based selling efforts 1n this domain 

To secure these capabilities for AES, the suppliers in 
our study invested heavily ın installed base product usage 
and process data, as well as product development and man- 
ufacturing assets, to support their failure rate predictions 
The aircraft engine manufacturer explained that 1t was even 
willing to take unprofitable maintenance contracts as a 
means to acquire strategic usage data to learn over time 
and build the capabilities required to succeed 1n AES 


Process support services The two previous categories 
focused on services attached to a supplier’s good, but 
respondents explained that their firms also grew into ser- 
vices directly geared toward their customers’ processes 
We define process support services (PSS) as the range 
of services a manufacturer provides to assist customers 
in improving their own business processes The PSS that 
emerged ın our research include services such as the 
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industrial] gas manufacturer's assessment of welding pro- 
cesses 1n a customer's automotive plant and the electricity 
meter manufacturer's energy efficiency audit, designed to 
improve electricity consumption 1n a retail store 

Thus, PSS focus on the customer's processes, not the 
manufacturer's good Although firms in our sample pre- 
ferred to provide PSS 1n conjunction with their own goods, 
several suppliers also selectively offered PSS, regardless of 
the equipment For example, the forklift truck manufacturer 
offered warehouse optimization and logistics consulting to 
a customer, without selling 1ts own material handling equip- 
ment to that client Thus, the value proposition focused on 
leveraging the supplier's specialized competences to help 
customers optimize processes, or specific process elements, 
in their operations In other words, manufacturers com- 
mitted to performing specific, process-oriented deeds to 
assist customers in what they had to do However, they 
did not take responsibility for customer processes, nor did 
they conduct the processes on their behalf—two key dif- 
ferences compared with process delegation services, which 
we discuss 1n the next section. For example, when analyz- 
ing welding processes 1n a customer's automotive plant, the 
supplier of industrial gases leveraged its process application 
skills about the underlying good (1e , gas used for welding) 
to assess the customer's process and make recommenda- 
tions to 1mprove the quality of welded products while also 
reducing costs, but the customer remained solely 1n charge 
of deciding on and implementing process changes Also, 
1n most cases, the ultimate goal 1s to open the door for a 
complete hybrid offering 

The characteristics of PSS suggest they typically are 
tailored to customer contexts and needs Because PSS 
leverage strong product expertise and process applica- 
tion skills, they strongly differentiate the supplier ın the 
market For example, many industnal gases are consid- 
ered pure commodities (e g, hydrogen, oxygen), but the 
gas manufacturer's unique knowledge about how to apply 
gases 1n customers’ processes (e g , food conservation 1n a 
meat processing plant) effectively sets the firm apart from 
competitors 

In turn, for pricing decisions, suppliers found that cus- 
tomers’ willingness to pay tended to be high Managers 
explained that 1n general, PSS were priced similar to pro- 
fessional services Manufacturers billed customers accord- 
ing to the time and resources needed to provide the service 
For example, the industrial gas supplier invoiced a cer- 
tain number of man-hours devoted to auditing a customer's 
welding process 

To succeed ın PSS, manufacturers explained that they 
had to leverage their service-related data processing and 
interpretation capabilities to gain intimate knowledge of 
customer processes They further referred to hybrid offering 
deployment capabilities needed to analyze those complex 
customer processes, develop recommendations for process 
improvements, and assist and train customer personnel in 
achieving improvements In addition, respondents empha- 
sized that PSS require fundamental changes ın their firms’ 
sales approach and organization To sell PSS like profes- 
sional services, companies needed to grow their hybrid 
offering sales capabilities These services required reach- 
ing different people in the customer organization and using 
different sales arguments In addition, some suppliers men- 
tioned that they had overhauled their go-to-market strategy 


by moving away from reliance on channel intermediaries 
and building a more direct sales approach as a way to grow 
in PSS To secure these capabilities specific to PSS, firms 
invested ın installed base product usage and process data 
and hired specialized technicians in the field service orga- 
nization, as well as dedicated sales representatives in the 
suppliers’ sales force 


Process delegation services Finally, several firms 1n our 
study ventured into a fourth category of hybrid offer- 
ings We define process delegation services (PDS) as the 
range of services a manufacturer provides when it per- 
forms processes on behalf of customers Examples include 
fleet management of professional tires on behalf of a truck- 
ing company, fly-by-the-hour agreements for commercial 
Jet engines, and total gas supply management for a semi- 
conductor plant The PDS are directed at the customer 
process, but unlike input-based PSS, ın which customers 
remain in control, suppliers go one step further in PDS 
and focus their value proposition on the promise to achieve 
process performance (1e, output based) The suppliers in 
our study that offered PDS took charge of and controlled 
the processes, together with, or on behalf of, their cus- 
tomers Thus, this category captures the most complex type 
of hybrid offerings 

We use the term "process delegation services" rather than 
customer solutions or outsourcing contracts to capture the 
overarching logic of these agreements In line with extant 
hterature on solutions, our study confirms the key charac- 
teristics of integration and customization 1n these types of 
good-service combinations (for an overview of extant lit- 
erature on solutions, see Tuli, Kohli, and Bharadwaj 2007, 
pp 3-4) However, our depth interviews suggested some 
additional distinctive characteristics Overall, we consider 
six defining aspects of PDS First, suppliers 1n our sam- 
ple typically integrated goods and service elements into 
complex hybrid offerings Second, PDS were highly cus- 
tomized to address customers' specific requirements Third, 
all agreements ın this category required some level of cus- 
tomer involvement, ranging from light levels of information 
sharing to active cocreation and joint implementation of 
the PDS agreement For example, the tire company estab- 
lished a dedicated team, composed of members from both 
the supplier and the customer organizations, to define the 
content and monitor the execution of its fleet management 
offering Fourth, and as a consequence, the interests of 
both parties were strongly aligned in PDS For example, in 
the fleet management offering, the customer's truck drivers 
had to be trained and incentivized to avoid "burning rub- 
ber on the road,” which would reduce contract profitabil- 
ity from the supplier’s perspective Fifth, ın all the PDS 
agreements we found, customers required that the suppli- 
ers assume some level (or all) of the process outcome risk 
Risk transfer represents one of the main motivations for 
customers to enter into such complex agreements Sixth, 
in line with the notion of risk transfer, the PDS involved 
complex gain-sharing agreements Managers explained that 
their firms had to develop, ın cooperation with their cus- 
tomers, entirely new sets of key performance indicators that 
served as the basis for pricing PDS 

Our findings illustrate that few suppliers actually ven- 
ture into PDS, largely because of the very sophisticated 
capabilities required As Tuli, Kohli, and Bharadwaj (2007) 


show, suppliers need unique skills to define requirements, 
customize, integrate, and deploy offers, and provide post- 
deployment support in such complex arrangements In line 
with these findings, we show that manufacturers must 
master all the capabilities and resources identified 1n our 
research to succeed in this category of highly complex 
hybrid offerings Not surprisingly, then, true PDS remain 
limited 1n many business markets and often are provided 
by only the leaders 


Impact of Capabilities on Positional Advantage 


Superior resources and capabilities enable a firm to exe- 
cute activities along the value chain, either at a lower cost 
or 1n a way that leads to differentiation (Day and Wensley 
1988) They facilitate competitive advantages in the form 
of superior customer value, through the resultant differen- 
tiated offering or lower relative cost (Figure 1) Using our 
identified distinctive service capabilities and typology of 
services, we propose conditions that determine how a man- 
ufacturer’s deployment of capabilities affects its positional 
advantage (Table 4) 


Service-related data processing and interpretation capa- 
bility For PLS, data processing and interpretation skills 
help manufacturers reduce service delivery costs (costs to 
serve) rather than representing a unique source of differen- 
tiation For example, the industrial gas manufacturer signif- 
icantly reduced the costs of delivering oxygen cylinders to 
customers’ production sites by better analyzing variations 
ın consumption patterns 

With regard to AES, we expect that a supplier’s abil- 
ity to collect, analyze, and interpret strategic product usage 
and process data enables ıt to design and sell new value- 
added services that assist customers 1n gaining productiv- 
ity improvements to their assets For example, by remotely 
monitoring its high-voltage power transformers, a manufac- 
turer assisted power utilities 1n preventing potential power 
outages and effectively increased equipment availability 
Few power utilities collect these data, nor do they have an 
expert system to analyze, interpret, and operate their power 
transformers accordingly 

For PSS, we expect that a supplier’s ability to ana- 
lyze and interpret product usage and customer process data 
enable it to design and sell value-added services that assist 
customers in gaining productivity 1mprovements and cost 
reductions in their own operations For example, by col- 
lecting data on the welding process 1n an automotive plant, 
the industrial gas supplier successfully designed and sold 
welding auditing and consulting services to its customer 

Finally, a supplier’s ability to analyze product usage and 
customer process data represents a key prerequisite for 
taking responsibility for performing processes on behalf 
of customers For example, by collecting data on how 
the customer processed extremely pure specialty gases in 
its semiconductor plant, the gas manufacturer realized a 
means to take over the supply management of gases and 
related chemicals and commit to a performance-based con- 
tract Without these distinctive customer data skills, 1t never 
would have ventured to offer a service 1n this category 


Execution risk assessment and mitigation capability We 
have distinguished services according to whether a sup- 
plier’s value proposition ıs grounded ın the promise to per- 
form a deed (input based) or achieve performance (output 
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TABLE 4 
Summary of Proposed Effects of Service Capabilities on Positional Advantage 








Service Capability PLS AES PSS PDS 
Service-related data Cost Differentiation Differentiation Differentiation 
processing and interpretation advantage advantage advantage advantage 

capability 
Execution risk assessment — Differentiation — Differentiation 
and mitigation capability advantage advantage 
Design-to-service Cost Differentiation Differentiation Differentiation 
capability advantage advantage advantage advantage 
Hybrid offering Differentiation Differentiation Differentiation Differentiation 
sales capability advantage advantage advantage advantage 
Hybrid offering Cost Cost Cost Cost 
deployment capability advantage advantage advantage advantage 


based) Risk assessment and mitigation capabilities become 
critical when committing to outcome guarantees Moreover, 
a value proposition that guarantees a certain output 1s com- 
pelling to customers because ıt allows them to outsource 
(noncore) activities they previous performed internally If 
manufacturers have strong risk assessment and mitigation 
skills, they can differentiate themselves by venturing into 
performance-based AES and PDS offerings 


Design-to-service capability A supplier’s ability to 
develop distinctive design-to-service skills, grounded ın its 
core product development and manufacturing resources, 
affects 1ts positional advantage ın two ways by bringing 
new hybrıd offerings to the market (differentiation) and 
by redesigning offerings so the manufacturer can achieve 
delivery cost reductions Our interviewees indicated that 
manufacturers often provided PLS at cost, without making 
1t a source of revenue generation Many customers simply 
expected these services as part of the overall value propo- 
sition, therefore, the primary benefit of design-to-service 
skills 1s that they allow the supplier to offer PLS 1n a more 
cost-efficient manner 

However, manufacturers use the design-to-service capa- 
bility to differentiate their hybrid offerings in the remaining 
service categories This tendency makes sense from a cus- 
tomer point of view The three categories represent more 
complex hybnd offerings (compared with PLS), so the ven- 
dor’s legitimacy is more important for customer acceptance 
For example, Rao, Chandy, and Prabhu (2008) find that 
1nnovations based on scientific legitimacy are more likely to 
succeed Similarly, the legitimacy of new hybrid offerings 
1s supported by a strong development and physical product 
heritage earned by manufacturing firms 


Hybrid offering sales capability A supplier’s abilities to 
develop a sales force that can sell both products and ser- 
vices, motivate frontline employees to contribute by pro- 
moting service sales, align its sales efforts with those of 
channel intermediaries, and invest in service sales doc- 
umentation and communication tools should contribute 
to a differentiation advantage ‘Traditional product-centric 
companies tend to consider services a “necessary evil” 
(Reinartz and Ulaga 2008), and product salespeople often 
are tempted to give away services for free to secure a 
product sale For example, sales representatives may offer 
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an extended warranty contract or “throw in" free techni- 
cal assistance to encourage customers to sign a product 
purchase order This lack of willingness or skill to sell 
services typically translates into forgone revenue opportu- 
nities, which 1s particularly important m the three service 
types that contain significant service components AES, 
PSS, and PDS Thus, the more salespeople can target key 
decision makers with complex, hybrid offerings, the bet- 
ter they can communicate the underlying value proposition 
The more frontline employees support the sales process, 
the more likely the firm 1s to realize business opportuni- 
ties from the hybrid offering However, for PLS, the key 
focus 1s the ability to charge for a service that previously 
was provided for free (1e, "free-to-fee" transition) Thus, 
the effect of revenue generation 1s similar to that for AES, 
PSS, and PDS, but the underlying source 1s the provision 
of existing basic services We expect that for all four cat- 
egories, a hybrid offering sales capability supports greater 
differentiation 


Hybrid offering deployment capability This capability 
to standardize service production and delivery processes, 
conditional on the ability to adapt to a customer's usage 
situations, should affect a supplier’s positional advan- 
tage through cost containment The goal is to deliver the 
value proposition at a minimum cost, which means that 
firms must achieve repeatability and economies of scale ın 
their service offerings, modularity of service elements, and 
proactive service delivery cost management This demand 
holds equally for all four service categories 


Discussion and Implications 


We investigate what goods-based, industrial firms must 
do to generate successful hybnd offerings and why they 
should be more successful doing so than pure service play- 
ers Despite the business importance of generating and 
managing service offerings, prior research has provided 
little satisfactory explanation of the underlying capabılı- 
ties needed to succeed 1n this domain Our findings con- 
tribute 1n three main areas to a better understanding of how 
organizations can move successfully and profitably toward 
hybrid offerings 

Our first key contribution 1s to identify five distinc- 
tive capabilities that manufacturers must develop to deploy 


hybrid offerings We purposefully did not focus on generat- 
ing an exhaustive list of generic capabilities per se, rather, 
we wanted to reflect the specificities of the hybrid offer- 
ing context Using the resource-based view, we identified 
four unique resources that manufacturers are in a power- 
ful position to leverage to build these capabilities We thus 
have developed a comprehensive framework that integrates 
capabilities and resources 1n a consistent manner to explain 
success 1n hybrid offering development Second, we have 
accounted for the heterogeneity of services by developing 
a new classification of the industrial services that man- 
ufacturers combine with goods to form hybrid offerings 
Without this typology, the analysis would be simplistic and 
overly general Third, we have used our typology to pro- 
pose effects of the unique capabilities on organizations’ 
positional advantage Specifically, we analyzed whether the 
identified capabilities create a differentiation advantage or 
a cost advantage Our findings lead to a set of implications 
for theory and practice 


implications for Theory 


Our study offers three new, important implications for aca- 
demic inquiries in service domains First, most previous 
studies have taken a dichotomized view of goods versus ser- 
vices As a result, recommendations for capabilities have 
revolved around the service properties of ıntangıbılıty, per- 
ishability, and 1nseparability (Bharadwaj, Varadarajan, and 
Fahy 1993) We adopt a different perspective, because 1n a 
large offenng space, sellers combine meaningful goods and 
service components into hybnd offerings—a view ıncon- 
sistent with a dichotomous perspective Thus, we needed a 
different approach that recognizes the transition of a goods 
manufacturer into a hybrid offerer We highlight the five 
distinctive capabilities required for such a transition and 
identify unique facets for each For example, pnor research 
has not investigated which specific sales skills are needed 
for selling hybrid offerings Second, previous research has 
highlighted the importance of transitioning toward a greater 
service component (Fang, Palmatier, and Steenkamp 2008), 
we consider how this transition might occur Manufacturers 
may enjoy a very powerful position from which to transition 
toward hybrid offerings, and we outline existing resources 
that could provide them with excellent leverage when they 
start to develop hybrid offerings Because the move into 
hybrid offerings 1s typically gradual (e g , PLS followed by 
AES), our findings help identify trajectories for the transi- 
tion process, a new effort that has not been undertaken pre- 
viously Third, most service literature emphasizes the poten- 
tial of services to improve profitability through greater dif- 
ferentiation and thus satisfaction, loyalty, and willingness to 
pay (Fornell, Rust, and Dekimpe 2010) We argue that in 
many situations, manufacturers increase their hybrid offer- 
ing profitability through a cost advantage route as well In 
specific capability-service combinations, manufacturers are 
particularly well positioned to unlock that potential Thus, 
we add a new perspective to prevailing views on positional 
advantage in services These combined implications are 
both new and important to services literature and comple- 
ment existing findings about successful service strategies 


Implications for Practice 


Our findings provide insights into the factors that drive 
success when venturing into value-added combinations 
of goods and services Managers can use our resource— 
capability framework as a guideline for how to change 
their existing practices for selling hybrid offermgs We pro- 
ceed by presenting our implications related to each of the 
four resource bases while simultaneously drawing on the 
respective capability linkages Thus, our study identifies 
those unique resources and distinctive capabilities that man- 
ufacturers must recognize, secure, and grow to succeed in 
hybrid offerings 

First, our experience working with manufacturers reveals 
that many suppliers still fail to (1) recognize the strategic 
nature of their installed base data, (2) invest enough 1n smart 
technologies to collect data systematically, or (3) leverage 
the full potential of available data for differentiation and/or 
cost reduction Manufacturers must develop new and inno- 
vative skills to make sense of their data, and suppliers ın 
turn should take specific steps to protect access to this strate- 
gic asset, such as by redesigning components and equip- 
ment in such a way to effectively keep pure service play- 
ers at bay Execution risk assessment and mitigation skills 
also flow from this strategic asset Every dollar invested 
in these specific capabilities allows a firm to set itself fur- 
ther apart from its competition Second, (re)designing goods 
(with hybrid offerings 1n mind) would enable the manufac- 
turer to not only protect access but also leverage its product 
development and manufacturing assets to improve hybrid 
offerings—a skill still woefully underdeveloped in manu- 
facturing firms The innovation processes of leading manu- 
facturers in our research show that many modern firms do 
not “think service” from the outset, have not sensitized or 
trained their product development staff, and do not include 
a service imperative as a key objective ın their innovation 
specifications However, unlike pure service players, manu- 
facturers have privileged access to the key physical elements 
of hybrid offerings, they can best influence and shape the 
way physical features synergistically interact with service 
elements Thus, our results suggest that to build distinctive 
design-to-service skills, firms should take a fresh look at 
their internal innovation processes and structures, which 1s 
a promising route toward differentiation and cost improve- 
ments compared with third-party service providers Third, 
manufacturers' sales forces and close-knit distributor net- 
works provide them with privileged access to key contacts 1n 
customer organizations Even if they already have “a foot 1n 
the door," building the specific sales capabilities needed to 
sell hybrid offerings still represents a formidable challenge 
for suppliers As one manager explained, “We found that 
one-third of our sales people easily switch to selling services 
in addition to goods We just have to provide them with the 
tools One-third of our sales guys need heavy training and a 
lot of holding hands to get there And then, there’s one-third, 
[pauses] well, they're just not getting there” Manufacturers 
should take a hard look at their current portfolio of salespeo- 
ple and distributors and decide how to best (re)allocate these 
resources to goods and/or hybrid offering sales Finally, our 
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findings offer similar suggestions with respect to the man- 
ufacturer’s field service organization Field technicians can 
make or break the successful deployment and enable sales 
of hybrid offering 1n terms of both differentiation and cost 
containment 

Taken together, these challenges in secunng unique 
resources and distinctive skills explain why many manu- 
facturers wrestle with cultural 1ssues when they attempt to 
transition toward hybrid offering sales Introducing service 
elements into traditional goods-dominant offerings requires 
strategic change management, led from the top From this 
perspective, our research indicates that a manufacturer’s 
general management must take the lead in securing the 
resources and building the capabilities we have identified 
A firm commitment from top management 1s an indispens- 
able condition for a successful growth strategy in hybrid 
offerings Executives can cast the resources and capabili- 
ties, together with the very detailed facets of these elements 
we have identified, 1n a managerial scorecard to assess the 
current strengths and weaknesses of their organization and 
carve a path to growth 1n hybrid offerings 

Beyond identifying a manufacturer's current status and 
needs, our findings allow managers to take a close look 
at their existing portfolio of offerings and make strategic 
decisions that allow the mix of hybrid offerings to evolve 
over tume From our ongoing work with two industrial 
equipment suppliers, we have learned that our proposed 


classification lends itself to discussing potential trajecto- 
res In our study, companies typically grew from PLS into 
AES and PSS Only half the firms 1n our sample gradually 
shifted into PDS, after they consolidated their positions in 
the other three categories Thus, our typology enables man- 
agers to investigate the resources and capabilities needed 
in each category and understand how those capabilities 
relate to differentiation and cost advantages in the four 
service types 


Limitations and Further Research Directions 


As 1s the case for any research project, our study choices 
created some limitations, some of which offer fruitful 
avenues for research A natural next step would be an 
empirical validation to quantify the proposed effects In 
addition, our 22 interviewees all provided a vendor per- 
spective It would be helpful to triangulate their perceptions 
with actual customer data Scholars could also investigate 
how pure services firms venture into hybrid offerings and 
compare their resources and capabilities with our results 
This extension would provide a noteworthy contrast and 
reveal the advantages and disadvantages of expanding into 
a hybrid market space from either side Although these 
limitations must be kept in mind when considering our 
results and implications, we hope our findings provide new 
insights to academics and practitioners alike 
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Irit Nitzan & Barak Libai 


Social Effects on Customer 
Retention 


This study explores the role of customers’ social network in their defection from a service provider The authors 
use data on communication among one million customers of a cellular company to create a large-scale social 
system composed of customers’ individual social networks The study's results indicate that exposure to a defect- 
Ing neighbor is associated with an increase of 80% in the defection hazard, after controlling for a host of social, 
personal, and purchase-related variables This effect is comparable in both magnitude and nature to social effects 
observed in the highly researched case of product adoption The extent of soctal influence on retention decays 
exponentially over time, and the likelihood of defection is affected by tie strength and homophily with defect- 
Ing neighbors and by these neighbors’ average number of connections Highly connected customers are more 
affected, and loyal customers are less affected by defections that occur in their social networks These results 
carry Important implications for the theoretical understanding of the drivers of customer retention and should be 
considered by firms that aim to predict and affect customer retention 


Keywords customer retention, social networks 


t has been acknowledged for some time that the adoption Here, we present a first-of-ıts-kınd analysis of the 
|: new behaviors or innovations may be substantially effects of social environment on customer retention. In this 

affected by social interactions with others (Rogers 2003, analysis, we use a database of more than one million cus- 
Ryan and Gross 1943) Across several disciplines, there 1s tomers of a cellular company ın a Mediterranean coun- 
a growing realization that quitting behavior may be socially try Researchers are increasingly using telecommunications 
affected as well For example, researchers have shown that databases to explore social network behavior (Hill, Provost, 
people are socially affected by others, sometimes to a large and Volinsky 2006, Onnela et al 2007), and recent stud- 
degree, in cases of quitting smoking (Christakis and Fowler ies suggest that cellular networks serve as a good proxy 
2008), defecting from military service (De Paula 2009), or for real social networks (Eagle, Pentland, and Lazer 2009) 
Jeaving employment 1n a firm (Castilla 2005) Using data on the communication among customers, we 

Marketers should be interested ın this phenomenon were able to create a large-scale social system composed 
because of its possible implications for understanding and of customers’ social networks Because our social system 
predicting customer retention Over the past two decades, includes all the personal customers of the company rather 
practitioners and academics have paid considerable atten- than a sample, we avoid the nontrivial problems associ- 
tion to customer retention and to its antecedents and ated with network-related analysis based on sampling from 
consequences, primarily because of the impact of reten- large-scale networks (Monge and Contractor 2003) 
tion on customer lifetime value and consequently on the We combine social network information with data on 
firm’s bottom line (Bolton 1998, Rust and Chung 2006, customer retention to assess the extent to which a customer 
Verhoef 2003, Villanueva and Hanssens 2007) However, who leaves the company might be affected by the past 
almost all marketing-related analysis on social effects defections of other members in his or her direct personal 
among customers has focused on customer acquisition, and social network (whom we label “neıghbors”) 
particularly on the adoption of new products, rather than We estimate two proportional hazard models a tradi- 
on customer retention tional model, which takes into account customer satis- 


faction, usage patterns and demographics (Bolton 1998, 
—  ———— Bolton and Lemon 1999), and a social model, which 
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that a neighbor’s defection 1s associated with an increase ın 
the hazard of a focal customer’s defection of approximately 
80% This effect 1s comparable to and even higher than most 
reported effects ın the domain of adoption, and ıt holds when 
the level of advertising by various competitors 1s taken into 
account 


eThe nature of the social effect We determine that the pattern of 

social effects on customer defection 1s consistent with reported 
patterns related to adoption, which suggests that defection 
and adoption are driven by similar mechanisms We observe 
that the hazard of defection increases with tie strength with 
defecting neighbors and with homophily with defecting neigh- 
bors, and ıt decays exponentially with tıme Furthermore, we 
observe that customers with greater numbers of social con- 
nections are more likely to defect, a similar phenomenon 
is Observed in the case of adoption, ın which highly con- 
nected “network hubs" adopt earlier (Goldenberg et al 2009) 
Regarding customers who affect others, we find that highly 
connected customers might affect others more weakly than 
customers with fewer connections A customer’s hazard of 
defection decreases as the average degree of his or her defect- 
ing neighbors increases Moreover, we find that customer loy- 
alty may help “immunize” customers against the effect of the 
defection of others Heavy users and customers with higher 
tenure are less affected by neighbors’ defections than light 
users and newer customers, respectively 


Our findings contribute to current literature ın several 
ways First, they underscore the need to further study the 
social aspects of customer retention They suggest that the 
tools and mechanisms used to study social effects on cus- 
tomer acquisition can be used to study the social effects 
on their retention. From a practical aspect, our work sheds 
light on the need to incorporate social effects into the widely 
used churn-prediction models (Neslin et al 2006), which 
have historically ignored intercustomer dynamics Second, 
these findings contribute to knowledge on the drivers and 
consequences of customer loyalty, and from a social effects 
perspective, they provide further insight into the contribu- 
tion of customer loyalty to the bottom line Third, these 
results highhght the need to formally examine various social 
effects and provide relatively rare empirical evidence of how 
social effects among customers decay over time Finally, we 
demonstrate how large-scale telecommunications databases 
can be used to supply researchers with a rich platform that 
enables them to study actual consumption behavior over 
time 1n the presence of social effects 


Background 
Traditional Retention Drivers 


The importance of customer retention stems mainly from 
its close connection to a firm's bottom line (Reinartz 
and Kumar 2003, Rust and Chung 2006), retention typi- 
cally serves as a mediator ın the satisfaction- profitability 
link (Rust, Lemon, and Zeithaml 2004, Villanueva and 
Hanssens 2007) Although there 1s a debate as to the pre- 
cise mechanisms of the relationship between retention and 
profit, 1n general, researchers agree on the 1mportance of 
retention as a key driver of a firm's profitability, and it 1s 
repeatedly treated as a critical component 1n customer prof- 
itability models (Bolton, Lemon, and Verhoef 2004, Gupta 
etal 2006) This perspective 1s reflected 1n the considerable 


attention that firms devote to building predictive models of 
customer churn (Neslin et al 2006) 

Numerous studies have attempted to examine reten- 
tion drivers (Gustafsson, Johnson, and Roos 2005, Lemon, 
Barnett- White, and Winer 2002, Rust and Chung 2006, 
Verhoef 2003, Villanueva and Hanssens 2007) Several 
drivers of retention. emerge as especially prominent, we 
elaborate on these in the following paragraphs 

Customer satisfaction serves as a key element ın cus- 
tomers' defection decisions (Bolton 1998, Oliver 2009) 
Researchers have either explored satisfaction at a single 
point ın time (Gustafsson, Johnson, and Roos 2005, Mittal 
and Kamakura 2001) or considered 1t a measure that evolves 
over time (Bolton and Lemon 1999, Bolton, Lemon, and 
Bramlett 2006, Cooil et al 2007), and they have evaluated 
satisfaction either on the basis of customers' self-reports or 
by making inferences from customer behavior 

Usage pattern, also considered a consequence of cus- 
tomers’ fairness perception (Bolton and Lemon 1999), 1s 
typically analyzed as a trend 1n customers’ usage, suggest- 
ing that a decrease in customers' usage levels may serve 
as a key signal of their eventual defection Related find- 
ings indicate that low usage levels, which may also be 
represented by share of wallet (Verhoef 2003), are posi- 
tively related to customers’ likelihood of remaining with 
the firm (Reinartz and Kumar 2003) Customer tenure with 
the company has been found to negatively affect customers’ 
intentions to defect (Bolton 1998, Cooil et al 2007) and 
to further enhance the positive effect of satisfaction on 
customer retention (Verhoef 2003) Personal characteris- 
tics (Bolton 1998), such as customers’ gender (Cooil et al 
2007, Mittal and Kamakura 2001) and age (Baumann, 
Burton, and Alliott 2005), have been found to significantly 
affect customers’ defection decisions 1n various industries 
including financial services, communication services and 
the auto industry 

In light of these efforts, the absence of research on social 
influence as a defection driver 1s evident, especially given 
strong findings from the diffusion-of-innovation literature, 
in which social influence has been established to have a 
notable effect on a consumer’s adoption decision (Keller 
and Berry 2003, Peres, Muller, and Mahajan 2010, Rogers 
2003, Van den Bulte and Wuyts 2007) 


Retention and Social Influences 


Social influence stems from the transmission of various 
pieces of information among people who are connected to 
one another This transmission can occur through a vari- 
ety of interactions a person has with others ın his or her 
social circle For example, a person may receive infor- 
mation about a product by behavioral learning (e g, see- 
ing another person with the product, talking to another 
person about the product (word of mouth), receiving third- 
party 1nformation about another person who uses the prod- 
uct) Social influence can occur through the transmission 
of information that reduces uncertainty and search effort, 
through normative and social pressure, or as a result of 
network externalities (Peres, Muller, and Mahajan 2010, 
Van den Bulte and Lilien 2001) 

It ıs not a priori clear whether the extent of social ınflu- 
ence on customer defection 1s similar to that on adoption 
In contrast to the case of adoption, potential defectors have 
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gained their own knowledge about the brand and may not 
need to rely so much on others For example, consider the 
cellular services industry, which we study here By 2008, 
when this empirical study took place, the industry was 
mature and the value of risk reduction that social influ- 
ence had supplied 1n previous years had probably decreased 
substantially It could be argued that currently, because cus- 
tomers are relatively knowledgeable of the industry, their 
defection decisions might be affected by the level of ser- 
vice they experience, the switchung costs stipulated 1n their 
contracts, and promotions by other companies 

In contrast, defections are often associated with negative 
word of mouth that drives further defections (Wangenheim 
2005) It 1s widely accepted that negative word of mouth 
has a relatively stronger effect than positive word of 
mouth (Goldenberg et al 2007, Nam, Manchanda, and 
Chintagunta 2010) Furthermore, consumers may notice 
and discuss other people's defections, and this might serve 
to legitimize planned defections that have not taken place 
yet Indeed, results regarding social influence on behavior 
termination ın non-brand-related actions such as quitting 
smoking (Christakis and Fowler 2009) also support possi- 
bly sizeable social effects on defections Thus, our first aum 
1s to assess the extent to which customer defections have 
social effects on the defection decisions of others 

We focus on a person’s close social network, this net- 
work often plays a major role 1n a consumer's purchase 
decisions (Godes and Mayzlin 2004, Van den Bulte and 
Wuyts 2007) One of the challenges associated with such 
an investigation 1s that people 1n the same social network 
may be affected by unobserved correlations that will drive 
them to defect at approximately the same time regardless of 
the social connection (Manski 2000) Therefore, we must 
take 1nto account data on social network members, their 
attributes, and their usage patterns when aiming to 1dentify 
social effects Here we control for a host of variables that 
include satisfaction, usage pattern, tenure with the provider, 
and demographics 

Our second aim 1s to portray the nature of the social 
effects on retention Because the mechanisms of social 
effects have been studied extensively in the context of adop- 
tion of innovations, 1t 1s of interest to explore whether 
the same mechanisms operate in the case of retention 
or whether we need to update our knowledge on social 
effects in this respect Specifically, we investigate tie 
strength, homophily, degree of connectivity, and the effect 
of time We elaborate on each factor ın the following 
subsections 


Tie strength Prior adoption-related studies have indicated 
that consumers may be more affected by people with whom 
they have closer relationships (Brown and Reingen 1987) 
Thus, a closer relationship, as perceived by the focal cus- 
tomer, may also have a stronger effect on the customer’s 
defection decision The strength of tie may signify the inten- 
sity and tightness of a social relationship (Van den Bulte 
and Wuyts 2007), and researchers have found it to influ- 
ence referral behavior among social contacts (Brown and 
Reingen 1987, Ryu and Feick 2007) Relationships may 
range from strong, primary relationships, such as a spouse 
or close friend, to weak, secondary relationships, such 
as seldom-contacted acquaintances (Reingen and Kernan 
1986) In the context of customers’ exposure to defecting 
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neighbors, we determine the extent to which the strength 
of a focal customer’s social ties with defecting neighbors 
contributes to that customer’s defection probability 


Homophily In the context of adoption, researchers have 
suggested that referral behavior often takes place among 
actors (customers) who are similar to one another in 
beliefs, education, and occupation (Brown and Reingen 
1987, Rogers 2003) This tendency may stem from the 
notion that customers are more likely to trust the endorse- 
ments of people whose preferences they share and, con- 
versely, that endorsers are likely to feel more comfortable 
sharing experiences with people who are similar to them 
(Feick and Higie 1992) The measure of homophily reflects 
the level of similarity between two people who take part 
in a social tie, that 1s, how alike they are with respect to 
their personal attributes We investigate the extent to which 
such similarity between a focal customer and a defecting 
neighbor affects the focal customer’s defection decision 


Degree of connectivity Probably the most commonly 
used measure of centrality in networks, degree central- 
ity represents the connectivity of a person 1n the network 
(Monge and Contractor 2003) The degree of a social entity 
is defined as the number of other entities directly related to 
that entity, which 1n our case 1s reflected 1n the number of 
direct neighbors of the focal customer Highly connected 
customers are typically considered to have the opportumty 
to affect others’ behavior (Barabası 2003, Van den Bulte 
and Wuyts 2007) Furthermore, people with numerous con- 
nections might also be more strongly affected by the behav- 
lıor of others For example, Goldenberg et al (2009) suggest 
that network hubs adopt earlier because of their connectiv- 
ity If this 1s the case 1n defection decisions as well, we may 
expect that customers with more connections will defect 
early (1e, have a greater hazard of defection) In contrast, 
if we consider attention a limited resource, a customer with 
a greater number of connections may devote, on average, 
less attention to each connection (Katona, Zubcsek, and 
Sarvary 2011) As a result, a customer with more connec- 
tions might actually have a weaker effect on the defection 
decisions of others We explore two aspects of connectiv- 
ity to determine its effect on a customer’s hazard to defect 
First, we investigate whether a focal customer with higher 
connectivity 1s more likely to defect (similarly to the case 
of adoption) Second, we examine the effect of the average 
degree of the defecting neighbors the focal customer was 
exposed to in a given month 


The effect of time An interesting question ıs related to 
the possible temporal aspect of social effects on reten- 
tion In the adoption literature, there are some indications 
that the effect of word of mouth decays exponentially over 
time (Strang and Tuma 1993, Trusov, Bucklin, and Pauwels 
2009) Here, we consider two events of interest—a neigh- 
bor’s previous defection and the customer’s current one—to 
determine whether, as 1n the case of adoption, the social 
effect of a defection event decays exponentially over time 


Data 


We carry out our investigation in the context of the cellular 
industry We focus on this industry because of the avail- 
ability of customer network data and also because cellular 


markets have been widely researched in terms of both adop- 
tion and churn Regarding adoption, it is widely accepted 
that social effects play a role 1n the diffusion of products 1n 
this category (Libai, Muller, and Peres 2009, Manchanda, 
Xie, and Youn 2008) While churn in this industry is a key 
managerial variable, historically applied churn models have 
not incorporated social network aspects 

Our data come from the cellular phone industry in a 
Mediterranean country 1n 2008 In that year, there were 
three main competitors in the market The market was 
mature and saturated, so attrition would most likely be 
reflected in a defection to a competitor rather than aban- 
donment of cellular service The coverage in this country 1s 
considered exceptional, and there are practically no uncov- 
ered areas, therefore, we can assume that across geograph- 
ical areas, the customers of this provider experienced the 
same level of service To protect customers’ privacy, each 
phone number was encrypted 1n a way that still enabled us 
to track that number through the entire research data set 
Payments in this country are for outgoing calls only, and 
the monthly bill 1s based on actual minutes of use (MOU) 
and not on prepurchased minute blocks 

The cellular communication industry has historically 
been characterized by a pricing-driven network effect 
(Farrel and Klemperer 2007) In practice, providers have 
generated this effect by offering subscribers cheaper rates 
for calls within a specific provider’s network According 
to interviews conducted with managers of the cellular firm 
that supplied the data, although out-of-network differential 
pricing was more common 1n the past, by the beginning of 
2008, more than 80% of the customers belonged to plans 
in which there was no differential pricing among networks 
In the following section, we delineate the data sets used 1n 
this study 


Communication Data Set 


The communication data set includes information on the 
communication behavior of all personal customers of a 
cellular provider in this country (approximately 11 mıl- 
lion customers), this behavior was tracked over the course 
of 2008 The research focuses on personal, postpaid cus- 
tomers (85% of personal users in this market) Owing to 
the challenges associated with identifying a complete rel- 
evant network in large-scale networks, most studies 1n the 
literature have examined social processes using samples of 
such networks However, researchers have recommended 
avoiding social network sampling when possible (Monge 
and Contractor 2003), as ıt may introduce errors and biases 
(Barrot et al 2008) Fortunately, we had access to the entire 
communication database of the cellular provider, which 
enabled us to construct a complete social network and 1den- 
tify all the network neighbors (1 e , direct contacts) of every 
customer We did not have access to detailed communi- 
cation beyond the provider's network, however, the total 
MOU and the number of text messages are captured 
Consistent with Onnela et al (2007), we used three 
months of data on communication between customers 
to reconstruct each customer’s social network within the 
provider’s network This is the base map, and it 1s com- 
posed of communication data from January to March 2008 
The ties within this network are described ın an undi- 
rected way (1e, "A called B" 1s grouped together with 


"B called A") because we are not interested 1n the initiator 
of the calls but rather in the existence of the link and the 
volume of communication conducted by the two parties 

The customers in the database conducted 496 mullion 
calls and exchanged 12 7 million text messages within the 
provider’s network during a typical month These com- 
munication interactions are represented in a network that 
has an average degree of 12 1 and contains approximately 
14 million links (representing communication conducted 
between the customers in the network) The network’s clus- 
tering coefficient, which represents the clustering level of 
the social network, is 17, which 1s generally consistent 
with observations for reported social networks 


Satisfaction Data Set 


Because of the large number of customers 1n this data set, 
it 18 ımpractıcal to obtain a direct, stated measurement of 
each customer's satisfaction Therefore, we used two mea- 
sures to represent customer satisfaction The first, following 
Bolton and Lemon (1999), 1s customer usage trends, we 
rely on the notion that a decrease 1n a customer's usage 
level over time may indicate dissatisfaction The second 
ıs the number of service records documented ın each cus- 
tomer’s file, as captured from the firm’s database When- 
ever a customer contacts the service provider (through 
either the company’s call center or its physical service 
centers), a customer service representative documents the 
request Complicated issues require longer documentation, 
which may consist of several service records Thus, the 
quantity of a customer's complaints and recurring questions 
are reflected in the number of such records, which can be 
used as a proxy for the customer’s satisfaction level We 
calculated both satisfaction measures on a monthly basis 


Demographics 


We also had access to four sociodemographic characteris- 
tics of the provider’s customers gender, age, segment, and 
socioeconomic status (taken from a zip code database), as 
well as information regarding the date on which the cus- 
tomers joined the provider’s service (and thus their tenure) 


Defections Data Set 


We capture every defection that occurred among the cus- 
tomers in the database throughout 2008, according to the 
exact date of defection To determine a defection, we used 
the following criteria Either the customer announced the 
defection, or 1t was determined according to the provider’s 
definition of a defecting customer, which 1s consistent with 
industry standards (1e, the customer has not used the 
phone for six months for either incoming or outgoing calls 
or for any other purpose) Some network externality effects 
ın the context of the cellular industry may be attributed to 
family plans in which a family gets a lower rate for within- 
family calls Thus, in our case, when members of a family 
move to another supplier at the same time, we count 1t as 
one defection 

With regard to the extent to which customers were 
exposed to their neighbors’ defections, we find that most 
customers (66 0%) ın our data set were not exposed to 
any defecting neighbors in their immediate networks in 
2008, approximately 22% of the customers were exposed 
to one neighbor who defected, 7 8% were exposed to two 
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neighbors who defected, and the rest (approximately 4%) 
were exposed to three or more defecting neighbors in 
2008 (see Figure W1 in Part A of the Web Appendix at 
http //www marketingpower com/jmnov11) 


Methodology 


Survival analysis techniques are widely used in market- 
ing to study various event occurrences related to the dura- 
tion of consumption behavior (Helsen and Schmuttlein 
1993, Landsman and Givon 2010) We use a proportional 
hazard model (Kleinbaum and Klein 2005), a technique 
researchers frequently use to model the duration of the 
customer-provider relationship as well as the probability 
of a customer’s ending it (Bowman 2004) There are two 
important advantages of this method over standard regres- 
sion methods such as ordinary least-squares or logistic 
regression First, the proportional hazard model takes into 
account nght censoring (In our case, only 41% of the 
customers churned ın the year analyzed, so nght-censoring 
ıs an issue to consider) This ıs of particular importance 
because rıght-censorıng can deceive researchers into find- 
ing evidence for contagion when there 1s none (Van den 
Bulte and Iyengar 2011) Second, it has the capacity to ana- 
lyze both time-constant independent variables (e g , demog- 
raphy) and time-varying independent variables Variables 
such as exposure to defectors can change over time, so this 
ıs an essential advantage ın our case 

In our model, the dependent variable 1s the hazard of 
defection A customer who has defected is considered lost 
for good, this assumption 1s reasonable given the post- 
paid contractual nature of the industry studied, as well as 
the limited time frame we use As in De Paula (2009), 
we evaluate monthly time-discrete data, which we use 
to approximate a continuous-time process We tested the 
hazard proportionality assumption using the Kaplan-Meier 
curves for each covariate and found that it fits well The 
issue of left-censorıng should also be considered here 
because customers joined the service at different times 
We take this issue into account by incorporating each cus- 
tomer’s tenure with the service provider (the number of 
months that passed from the customer's enrollment until 
January 2008) into the model (Allison 1995) 

In the semiparametric partial likelihood estimation we 
use, the hazard rate h (t | x,,) represents the hazard of cus- 
tomer 1, whose individual characteristics are captured by 
vector x,, of defecting at time t, and it 1s assumed to take 
the following form h,(t | x,) 2 h,(t) exp(B/x,), where ho(t) 
1s the baseline hazard function, which captures the longi- 
tudinal effect, and B” represents the effect of the variables 
composing x, on the hazard rate This estimation enables us 
to assess the parameters of interest without specifying the 
baseline hazard h,(t) In large samples (as ın this study), 
the estimates produced by this approach are consistent and 
asymptotically normal (Allison 1995) 


Variables 
Social Variables 


Exposure The exposure variable represents the presence 
of previous defectors 1n the social system of a defector As 
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we noted previously, we refer to immediate (first-degree) 
social system members as neighbors We consider exposure 
to defecting neighbors a time-varying variable and define 
the exposure of customer 1 1n month t as the following sum 


Exposure, , = > ÖL 
JESN, 


where j denotes a customer who belongs to customer Ts 
immediate social network (SN,) (1e, J 1s a neighbor of 1), 
and ò 1$ a binary variable serving as a flag, which takes 
a value of 1 ıf customer j defected ın month t and O if 
otherwise 

In addition to the basic exposure, we examine the lagged 
exposure, which reflects focal customer 1’s exposure to 
defecting neighbors at several points 1n time (e g , exposure 
to defecting neighbors ın the current period, exposure to 
defecting neighbors 1n the previous period, and exposure to 
defecting customers two periods ago) 


Tie strength Following previous studies (eg, Onnela 
et al 2007) we used the volume of communication 
between each pair of customers as an indicator of the 
strength of the tie between those customers We define cus- 
tomers' communication volume for each pair of customers, 
and it refers to the sum of minutes these customers spent 
talking (conversations initiated by either of them) and the 
number of text messages they exchanged We consider a 
text message equivalent to one minute of talk We calculate 
the tie strength (TS) between customer 1 and customer J, 
from 1’s perspective, as follows 


= Comm, Vol, , 
1). Total Comm,' 


where Comm, Vol, , represents the communication volume 
between the focal customer (1) and his or her neighbor ) 
(j € SN,, ie, j belongs to the social network of 1) and 
Total Comm, 1s the total volume of communication that 1 
conducted within the network 

We use the 1ndividual-level tie strength to calculate the 
average tie strength with defecting neighbors (avgTS) For 
each focal customer 1 ın month t, we calculated avgTS as 
follows 


> esu, 191) X Òt 


avgTS, , — , 
ye SN, Ön 

where, as mentioned previously, 9, , 1s a binary variable (0 or 
1) that reflects a previous defection of a member of 1’s social 
network ın month t If 3” csv 9, 0, then avgTS, =0 


Homophily Following Brown and Reingen (1987), we 
measured customers! homophily as the percentage of sim- 
ılar characteristics a pair of connected customers share 
There are four sociodemographic characteristics 1n our data 
(gender, age, segment, and socioeconomic status) To evalu- 
ate the homophily between any two customers, we assigned 
a score of 25 points for each variable that was simular 
between the two customers, and the final homophily score 
was the sum of these points Thus, homophily between two 
customers could range from 0 (no match) to 1 (full match) 
We used binary variables (match/no match) to indicate sim- 
ilarity of gender, segment, and socioeconomic status and 


determined ages to be simular if the difference between 
them was less than five years 

Similar to the case of tie strength, we calculated each 
customer’s average homophily with defecting neighbors 
(avgH) For each focal customer 1 in month t, we calculated 
avgH as follows 


2 €SN, H,, x Ön 
ESN, Sit 


where, as mentioned previously, customer j 1s a neighbor 
of customer 1 ( € SN,) and 6, , 1s a binary variable (0 or 1) 
that reflects whether customer j defected ın month t If 
dyesn, Öp” 0, then avgH,,=0 The term H,, represents 
the level of homophıly between the focal customer 1 and 
neighbor ) 


avgH,, = 


Degree Each customer’s total degree within the network 
represents the number of unique persons with whom this 
customer communicated during the first three months of 
data (January-March 2008) We refer to these customers as 
the neighbors of the focal customer 

We also consider the degree of the defecting neighbors 
to whom the focal customer was exposed We calculate the 
average degree of defecting neighbors (avgDEG, ,) for each 
focal customer 1 1n month t as follows 


yes, DEG, x 9, 


avgDEG, , = 
ye SN, Ön 


, 


where the term DEG, represents the degree of neighbor ) 


Satisfaction-Related Variables 


We use two satisfaction-related variables change in the 
level of usage and the number of service records Previ- 
ous research has suggested that change 1n use may indicate 
dissatisfaction (e g , due to equity perception, Bolton and 
Lemon 1999) 'To avoid scale differences among customers 
as well as bias caused by fluctuations in customers’ usage 
levels over time, we refer to the proportion of the current 
month's usage level (Use,,) to the average usage in the 
three months preceding that month 


Use, , 


AUse, , = — ———————————————— 
— average(Use, ,_,, Use, ,_», Use, 3) 


We captured the second satisfaction-related variable, total 
number of service records ın each customer's file, docu- 
mented by service representatives of the company, on a 
monthly basis 


Economic Incentive 


Although 8096 of the customers at the time of the study 
were not charged differential prices for out-of-network 
calls, such pricing did apply to some customers In addition, 
one could wonder if some customers might have perceived 
such a difference because they had been exposed to such 
pricing plans in the past Thus, it 1s useful to determine 
whether part of the social effect can be attributed to net- 
work effects However, separating word-of-mouth effects 
from network externalities continues to be a challenging 
task for researchers (Goldenberg, Lıbaı, and Muller 2010, 
Van den Bulte and Stremersch 2004) 


To help us understand the influence of network externalı- 
ties, we include ın the model a control variable that reflects 
the possible economic considerations of a given customer 
The 1dea 1s to separate a customer's communication pattern 
into within-network versus out-of-network communication 
The ratio of the within-network communication, measured 
in monthly MOU, denoted Within. Network MOU, to the 
total MOU (within network + out of network, denoted 
Total MOU) 1s a variable we label economic incentive (EI) 


FI = Within_Network_MOU, 
. Total MOU, 


VVe expect that an ıncrease ın the El value for a given 
customer will be associated with a decrease in the haz- 
ard of defection because a neighbor’s defection will result 
In a greater economic loss to that customer (network 
externalities) 


Other Variables 


In addition to the variables mentioned previously, we 
included in the hazard model the control variables that 
were available to us These include usage, tenure (time 
with the supplier), age, gender, and membership 1n several 
sociodemographic segments as identified by the supplier 
Tables W1, W2, and W3 in Part A of the Web Appendix 
(http //www marketingpower com/jymnov11) provide more 
information about the vanables used 1n this study 


The Defection Hazard Model 


We estimate three models to examine the social effects of 
defections Model 1, the traditional model, tests the effects 
of previously explored variables found to affect consumers’ 
tendency to defect! These variables include satisfaction, 
represented by the level of service consumption (service 
records) and the usage trend, economic incentive, and some 
demographic characteristics 


(1) h,(t | xy) = f(ServiceRec, ,, AUse, ,, avgEl,, 
avgUsage,, Tenure,, Demography,) 


Model 2, the social model, adds five social variables to 
the variables estimated ın the traditional model to account 
for the social aspects 1n the defection process We test 
the effects of the following on a given customer's haz- 
ard of defection the customer's exposure to defecting 
neighbors, tie strength between the customer and defecting 
neighbors, homophily between the customer and defect- 
ing neighbors, the average degree of the customer's defect- 
ing neighbors, and the customer's social connectivity 
(degree) 1n the network 


(2) h,(t|x,) = f(Exposure,,, avgTS, ,, avgH, ,, avgDEG, ,, 
Degree, , ServiceRec, ,, AUse, ,, avgEl,, 
avgUsage,, Tenure,, Demography, ) 


Model 3 1s aimed at demonstrating the effect of expo- 
sure to a defecting neighbor over time, therefore, we 
incorporated several lagged- R” variables into this 
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model Exposure, . , represents the exposure to defect- 
ing neighbors whose defections occurred in the penod 
(month) before month t, Exposure, _ , 1s the exposure to 
defecting neighbors whose defections occurred two peri- 
ods before month t, and so on Note that to highlight this 
effect, we focus on the incremental effect of the focal cus- 
tomer’s exposure to defecting neighbors ın various time 
gaps while controlling for the basic contro] variables intro- 
duced previously 


(3) h,(t|x,) = f(Exposure, ,, Exposure, ,.., , Exposure, t-2» 
Exposure, , 3, Exposure, , 4, avgEl,, 


avgUsage,, Tenure,, Demography, ) 


Identification 


The attempt to infer social influence from observational 
data raises questions of identification (Hartmann et al 
2008, Manski 2000) Such social influences are sometimes 
referred to as peer effects It can be argued that social 
neighbors (peers) might defect at roughly the same time, 
not as a result of informational or economic social influ- 
ence, but rather due to other reasons, referred to in the 
literature as unobserved correlations Next, we specify how 
we attempted to mitigate the possible biases 


Unobserved similarities in customers’ preferences and 
tastes Product adoption (or defection) similarities may 
reflect customers’ intrinsic tendency to behave simi- 
larly (Barrot et al 2008, Manski 2000) To account for 
such possibilities, past models have incorporated vari- 
ables that might indicate similarity, such as demographics 
(Barrot et al 2008, Nair, Manchanda, and Bhatia 2010) 
We included several demographic variables (e g, gender, 
sociodemographic group) and usage characteristics (eg, 
usage level) of our customers to account for possible ıntrın- 
sic similarities ın taste 


Simultaneity or reflection In the case of simultaneity or 
reflection (Manskı 1993), a neighbor’s defection affects the 
focal customer’s defection, and at the same time the focal 
customer's defection affects the neighbor’s defection Fol- 
lowing Barrot et al (2008), we confront this problem as 
follows First, we use the exact dates of defections For 
modeling purposes, we aggregate the data to the monthly 
level, but we consider a customer’s exposure to defection 
only if the neighbor’s defection occurred before the focal 
customer’s defection (at a daily resolution) Second, we use 
several lagged variables representing the exposure effect 
over time because it 1s not reasonable to assume that such 
simultaneity will last over several time periods Counting a 
family defection as one defection also helps in this regard 


Response to an external shock The potential bias of 
response to an external shock (De Paula 2009), also 
referred to as environmental conditions (Manski 2000), 
results from external factors 1n the market that cause cus- 
tomers to defect at a given time, for example, if another 
firm makes a competing offer, customers who find the offer 
appealing will defect at roughly the same time A possi- 
ble way to deal with such issues 1s to model the time until 
the event (e g , defection) and not just whether the event 
occurs (Barrot et al 2008) Thus, we model the exact date 
of defection and not just its occurrence We assume that a 


30 / Journal of Marketing, November 2011 


sequence of defections among customers 1s less likely to 
result from correlated unobservables, because such unob- 
servables should make customers defect at the same time 
rather than in a time gap Thus, a sequence of defections 
suggests the existence of an additional influence mech- 
anism We further examine time dynamics using several 
lagged variables to represent the exposure effect over time 

Competitive effects may also play a role That 1s, higher 
defection rates may be anticipated 1f a competitor advertises 
more (Rojas and Peterson 2008), especially because a high 
level of advertising may indicate significant promotional 
offers From another angle, the focal firm’s advertising may 
encourage current customers not to defect Because multi- 
ple members of a social network may be exposed to the 
same advertising campaigns, one might wonder whether 
the effects witnessed could be partially explained by the 
level of competitive advertising activity To examine this 
point, we obtained (from a firm that specializes in follow- 
ing advertising spending in this market) monthly data on 
the advertising spending of the three main players in the 
market Consistent with the norms of advertising analysis 
in this market, we created a measure for each customer’s 
exposure to advertising by multiplying the monthly spend- 
ing by the published monthly advertising ratings of that 
customer’s age and gender group (to reflect the difference 
in television viewership among age and gender groups) 
We took into account 16 groups (8 age groups x 2 gender 
groups), over the 12 months of 2008 Next, we incorpo- 
rated the respective levels of exposure to firm advertising 
and competitor advertising into our social effects model 
(for the full analysis, see Part B of the Web Appendix 
at http //www marketıngpovver com/ymnov11) We saw ht- 
tle or no effect of advertising on the hazard of defection 
in this market The effect of the other variables, including 
the social variables, on defection did not change, and the 
effect of advertising 1tself on the hazard of defection was 
very small 


Results 


The data for the hazard models include information for 
1,103,059 personal customers We used information for 
693,042 customers to estimate the models (due to mıss- 
ing values) Of this population, 28,102 customers defected 
from the cellular provider during 2008 These customers 
constitute 4 1% of the ınıtıal population, this proportion 1s 
consistent with published ranges of cellular churn rates in 
the country we investigated 

Table 1 presents the estimation results (using the PHREG 
procedure in SAS) for the traditional and the social models 
(Models 1 and 2, respectively) The direction of results in 
the traditional model 1s as expected The hazard of defec- 
tion increases with the number of service records, when 
usage goes down, and the more a person talks outside the 
network The social variables added 1n the social model 
increase the fit of the model as reflected in both the Akaike 
information criterion (AIC) and the Schwarz Bayesian cri- 
terion (SBC), which introduces a penalty term for the num- 
ber of parameters 1n the model 


TABLE 1 
Exposure to Defectors 








Mode! 1 Model 2 
Traditional Model Social Model 
Parameter Hazard Parameter Hazard 
Variable Unit of Analysis Estimate Ratio Estimate Ratio 
Exposure (first degree defections) Number of defecting neighbors 586 1 797 
( 018) 
Average tie strength with defecting Percentage 021 1 022 
neighbors (« 001) 
Average homophily with. defecting Percentage 010 1 010 
neighbors (« 001) 
Average degree of defecting Number — 004 996 
neighbors (« 001) 
Customer degree Number of neighbors 011 1 011 
( 001) 
Service records Number of records 033 1 033 033 1 034 
(« 001) (« 001) 
Delta use Percentage — 0001 999 — 001 999 
(« 001) (« 001) 
Economic incentive Percentage — 073 930 — 075 928 
(« 001) (« 001) 
Average monthly usage Hours 005 1 005 0003 1 000 
(« 001) (« 001) 
Time from enrollment Years — 023 978 — 023 977 
( 001) ( 002) 
Student 1 = Student 023 1 023 005 1 005 
( 027) ( 027) 
Sociodemographic Group 1 1 - Group member — 289 749 — 452 682 
( 028) ( 028) 
Sociodemographic Group 2 1 = Group member — 327 721 — 383 730 
( 028) ( 028) 
Sociodemographic Group 3 1 = Group member 258 773 — 315 784 
( 021) ( 028) 
Age Number of years 003 940 003 1 003 
( 009) (« 001) 
Gender 1 — Female — 070 932 — 046 955 
( 012) ( 012) 
-2LOGL 689,124 681,395 
AIC 689,146 681,427 
SBC 689,237 681,559 





Notes All parameter estimates are significant at p « 01, except "Student" and "Age" 


The Extent of the Social Effect 


The social model in Table 1 shows that exposure to defect- 
ing neighbors has a considerable effect on a customer's 
hazard of defection, after controlling for a battery of varı- 
ables that may affect retention The model shows that each 
defecting neighbor 1s associated with an increase of 79 7% 
in the focal customer's hazard of defection It 1s useful 
to compare the magnitude of these results with published 
probabilities of social effect on adoption We compared our 
results with findings from previous studies we were able to 
identify (almost all ın the context of adoption) that exam- 
ined the change in the probability (or hazard) of behav- 
1or due to exposure to the behavior of a social network 
neighbor (see Table W5 ın Part C of the Web Appendix at 
http //www marketingpower com/jmnov11) The observed 
Social effect on defection 1s as pronounced as that on adop- 
tion, which 1s consistent with findings regarding the choice 


of names for children (Berger and Le Mens 2009) and 
is even somewhat larger than reported effects from the 
adoption domain, with the exception of Hill, Provost, and 
Volinsky’s (2006) findings, which are outliers in terms of 
magnitude The effects we observed are also somewhat 
larger than those reported 1n the case of quitting smoking 


The Predictive Power of the Model 


A key interest of managers ın the defection behavior of 
their customers 1s the ability to better predict defection 
(Neslin et al 2006) A noteworthy question 1s whether the 
social variables help increase the predictive ability of churn 
models Because the Cox regression we conducted does 
not allow us to examine predictive power, we tested this 
question using a parametric hazard model, using Weibull as 
the parametric specification of the baseline hazard (Srim- 
vasan, Lilien, and Rangaswamy 2004) Note that one lim- 
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itation of the parametric analysis 1s that, unlike the Cox 
semiparametric regression, it does not allow time-variant 
variables (Bowman 2004), which makes ıt less robust given 
the temporal effects 1n our data set Therefore, using the 
parametric model for prediction purposes, we estimate the 
traditional and social models on a monthly basis 

We calculated the median survival time of each customer 
in each model, and the defection prediction 1s based on 
this median For each model, we calculated the true posi- 
tive rate—that 1s, the percentage of customers predicted to 
defect and actually defected—and the false positive rate— 
that 1s, the percentage of defection predictions that were 
found wrong 

Examining the bottom 1% of customers in terms of 
median survival time, we find that the social model raises 
the prediction ability of true positive from 205% 1n the 
traditional model to 28 1%, a relative increase of 375% 
The social model also achieves a slight improvement over 
the traditional model in false positrve rates (For further 
details on the prediction procedure, see Part D of the Web 
Appendix at http //www marketingpower com/jmnov11 ) 


The Nature of the Social Process 


Tie strength With respect to average tie strength, we 
observe that at any given time, a 1% increase ın a cus- 
tomer’s average tie strength with defecting neighbors is 
associated with an increase of 22% in that customer's 
hazard of defection For example, if a customer's aver- 
age tie strength with defecting neighbors 1s 8% (which 1s 
approximately the average tie strength 1n our data), the cus- 
tomer’s exposure to defecting neighbors 1s associated with 
an increase of 17 6% in the customer’s defection hazard 


Homophily We observe that every 1% increase 1n a cus- 
tomer's average homophily with defecting neighbors is 
associated with an increase of 1% 1n that customer's hazard 
of defection For example, if a customer ıs exposed to the 
defection of a neighbor who has one attribute 1n common 
with the focal customer (1e, the pair’s homophily score 1s 
25%), the exposure to this defecting neighbor 1s associated 
with a 25% increase 1n the customer's hazard of defection 


FIGURE 1 
Average Tie Strength with Defecting Neighbors 
Versus the Defection Percentage 
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FIGURE 2 
Average Homophily with Defecting Neighbors 
Versus the Defection Percentage 
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Fıgures 1 and 2 present these results from another angle 
the percentages of defectors with respect to their various 
levels of average tie strength (Figure 1) and homophily 
(Figure 2) with defecting neighbors (The level of similarity 
is measured 1n increments of 25% because 1t 1s a function 
of similarity across four demographic variables ) It 1s clear 
that in general, a customer’s likelihood of defection follow- 
ing exposure increases as a function of average tie strength 
and of average homophily with defecting neighbors 


Economic incentive We find that the ratio between the 
volume of within-network communication and the volume 
of out-of-network communication, which we associated 
with an economic incentive due to network externalities, 
affected the defection decision The results indicate that a 
1% decrease 1n the proportion of within-network commu- 
nication 1s associated with a decrease of 7 2% 1n the hazard 
of defection (Model 2) 


Focal customer’s degree and average degree of defect- 
ing neighbors We observe that each additional neighbor 
in a focal customer's local network 1s associated with an 
increase of 1 1% 1n that customer's hazard of defection If 
we compare the average customer (whose degree 1s approx- 
1mately 7) with the top 2596 of customers (whose degree 1s 
greater than 10), we observe that being connected to three 
more neighbors is associated with an increase of 3 3% in 
the customer's hazard to defect Note that we obtain this 
result when we control for the number of defectors 1n the 
social network of the focal customer Moreover, we find 
that an increase of 1% ın the average degree of defecting 
neighbors 1s associated with a decrease of 4% ın the hazard 
of defection 


The exponential decline of effects over time Table 2 
presents the exposure model with lagging variables for five 
months (Model 3) We observe that the effect of a neigh- 
bor’s defection on a focal customer’s hazard of defection 
decreases exponentially over time (see also Figure 3), sug- 
gesting that as we move further away from the neighbor’s 
defection event, the defection’s effect on the focal cus- 
tomer’s decision decreases 


TABLE 2 
Social Influence Decrease over Time 





Model 3 
Parameter Hazard 
Variable Unit of Analysis Estimate Ratio 
Exposure, Number of defecting neighbors at time t 860 2 364 
( 008) 
Exposure,_, Number of defecting neighbors at time t— 1 416 1516 
( 018) 
Exposure,. > Number of defecting neighbors at time t—2 203 1 225 
(022) 
Exposure,. 3 Number of defecting neighbors at time t—3 142 1 152 
(023) 
Exposure,. 4 Number of defecting neighbors at time t—4 140 1 150 
(023) 
Economic incentive (%) — 042 959 
(< 001) 
Average monthly usage (hours) — 005 995 
(« 001) 
Time from enrollment (years) — 025 975 
( 002) 
Student 1 = Student — 050 951 
( 026) 
Sociodemographic Group 1 1 = Group member — 392 676 
( 023) 
Sociodemographic Group 2 1 = Group member — 409 664 
( 027) 
Sociodemographic Group 3 1 = Group member — 199 820 
( 020) 
Age Number of years 001 1 001 
( 011) 
Gender 1 — Female — 039 962 
( 012) 
-2 LOG L 743,755 
AIC 743,783 
SBC 743,899 





Notes All parameter estimates are significant at p < 01, except “Student” 


Customer Loyalty as a Moderator of the 
Social Effect 


An additional analogy between the nonsocial and the social 
effects on retention involves the moderating effect of cus- 
tomer loyalty Researchers have argued that loyal customers 
tend to defect less and to be less affected by service failures 
or by price increases (Srinivasan, Anderson, and Ponnavolu 
2002) In a sense, loyalty can be viewed as immunity 
against environmental effects that might encourage defec- 
tion The question we ask 1s whether the same ımmunız- 
ing mechanism will be 1n effect among customers who are 
exposed to others’ defections 

In the context of social interactions, prior research has 
considered the impact of customer loyalty on the effect 
of word-of-mouth interactions, such studies have mostly 
considered the loyalty of the provider of information It 
has been suggested that a loyal, satisfied, and committed 
customer will tend to affect others more through word of 
mouth (De Matos and Rossi 2008) Here, we center on the 
receiver of information, who 1s exposed to the defection 


decisions of others We may expect that the same character- 
1stics that cause loyal customers to have a greater effect on 
others (De Matos and Rossi 2008) might also cause them 
to be less affected than nonloyal customers by information 
that stems from defecting neighbors 

Two widely used measures of loyalty in this regard are 
usage and customer tenure (Bolton 1998, Prins and Ver- 
hoef 2007) Heavy users of a given service, as well as 
tenured customers, may be less affected by information that 
stems from their neighbors compared with light users or 
new customers, respectively One reason for this 1s that 
loyal customers may rely on their own rich experience 
when deciding whether to remain with a firm or defect 
Another issue involves customer heterogeneity Nonloyal 
customers would be expected to defect from a service ear- 
lier, and therefore, tenured customers are inherently more 
loyal (Fader and Hardie 2010) 

To investigate the role of customer loyalty in the social 
effects on retention, we observed the hazard function over 
time for the groups that are more extreme 1n terms of usage 
and tenure, respectively Figure 4 presents the estimated 
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FIGURE 3 
Hazard Ratio as a Function of Time from the 
Neighbor’s Defection 
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hazard ratios of the heaviest users (top 25% in terms of 
MOU and text messages) and the lightest users (bottom 
25%) as functions of the amount of time following a neigh- 
bor’s defection Figure 5 presents the estimated hazard 
ratios for the highest tenured customers (top 25%, cus- 
tomers who stayed with the provider for seven years or 
more) compared with those of relatively new customers 
(bottom 25%, customers who stayed with the provider for 
two years or less) 

Indeed, the hazard ratio curves of heavy users and 
tenured customers are clearly lower than those of light users 
and newer customers, respectively We tested the difference 
between each pair of survival curves using the log-rank 
statistic of the Kaplan-Meier method (Allison 1995) and 
found it to be significant (p < 001) These results demon- 
strate the moderating role of customer loyalty 1n the social 
effects on retention Loyal customers are less affected by 
negative information from their social network and are 
therefore even more likely to stay with the firm The anal- 
ysis done here enables us to quantify this underexplored 
phenomenon for the first time 


FIGURE 4 
Hazard Ratio as a Function of Time from the 
Neighbor's Defection: Heavy Versus Light Users 
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FIGURE 5 
Hazard Ratio as a Function of Time from the 
Neighbor’s Defection: Tenured Versus New 
Customers 
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Hobustness Checks 


Finally, 1n the course of building the model, we had to make 
some choices regarding the variable range and composi- 
ton To check the robustness of our findings, we estimated 
several variants of the social model (Model 2) and of the 
social model over time (Model 3) to determine whether the 
basic findings would remain similar 

First, we reestimated the social model (Model 2) using 
a different time interval for the main variables Instead of 
using a monthly resolution (as used 1n Model 2), we chose 
a two-month resolution Note that we cannot use a much 
larger window given the exponential decline over time 1n 
the social effect, demonstrated previously Although, as 
expected, the hazard ratio for exposure decreased (from 
] 79 to 1 47), in general, the value of other variables stayed 
the same Regarding tie strength, we checked whether the 
absolute level of communication between two customers 
(1e, the amount of time the focal customer spends talk- 
ing with a given person) could be used as a measure of tie 
strength 1nstead of the relative measure of communication 
that we onginally adopted (1e, the percentage of time the 
focal customer spends talking with a given person com- 
pared with the total amount of time he or she spends talking 
to customers 1n the network) We found that when we used 
the absolute value for communication volume, other vari- 
ables stayed much the same, but tie strength itself became 
nonsignificant, which supports the relative approach we 
took We also estimated a model that did not take into 
account exposure to defecting neighbors with whom the 
focal customer used to maintain weak ties, and we obtained 
similar results to the ones presented 1n Table 1 (Model 2) 
For homophily, another variable that may point to a simi- 
larity between customers, 1n addition to the ones we used, 
ıs customer tenure, because this may be related to the con- 
tractual obligations customers have We found that adding 
similarity ın tenure increased the effect of homophily itself 
on the hazard of defection, but 1t did not change the basic 
results in terms of the effects of other variables, including 
social variables such as exposure to defecting neighbors 

In addition, we conducted several other tests We 
changed the exposure variable and, instead of looking at 


the number of defecting neighbors, used the cumulative 
number of defecting neighbors 1n a three-month-moving- 
window time frame We also estimated the model for dif- 
ferent segments, using segmentation based on age, usage, 
gender, tenure, and customer satisfaction In all cases, in 
general, the results were consistent with those presented 
previously 


Discussion 


Our results provide a consistent picture of how exposure to 
others’ defections affects customers’ defection decisions in 
the market we examined We find that exposure to the attrı- 
tion of network neighbors 1s associated with an increase 1n 
a customer’s probability of defecting and that the effect 1s 
large When controlling for various ındıvıdual and social 
network factors, we observed that exposure to a defecting 
neighbor was associated with an increase of approximately 
80% 1n a customer's probability of defection These results 
are sizeable compared with reported probabilities that come 
mostly from the adoption domain They clearly highlight 
the need for managers and researchers to study and under- 
stand the role of social effects 1n customer retention further 

A key question associated with the clustering of behav- 
10r 1n social networks 1s whether effects such as those we 
Observed are 1ndeed social effects Recent research has sug- 
gested that many phenomena that are 1nterpreted as social 
contagion effects may largely stem from homophily (Aral, 
Muchnik, and Sundararajan 2009) In the case of our study, 
it could be argued that people tend to be 1n social networks 
with people who resemble them, and because similar peo- 
ple with similar tastes may churn at the same time, the 
associated churn may be related to homophily and not to a 
social effect 

Indeed, the separation of homophily and communication 
effects 1s a significant challenge for network scholars In 
this study, there are several indications that the hazard of 
defection 1s substantially influenced by social effects and 
not only by homophily First, we controlled for homophily 
(through the demographic vanables) and still observed a 
notable effect of exposure to defectors Second, the expo- 
nential decay over time 1n the effect of a neighbor's defec- 
tion suggests an effect that 1s more social 1n nature It 1s 
not necessarily expected that such an effect would appear 
in the case of pure homophily The significant effects of tie 
strength and of the economic incentive also point to the role 
of intercustomer communication ın the defection decision 


The Nature of Social Effects on Retention 


We find that the nature of defection-driven social effects 
ıs consistently simular to that reported ın the domain of 
adoption First, we find that a focal customer who has close 
ties with his or her defecting neighbors or 1s similar to them 
(in terms of personal characteristics) has a higher likelihood 
of defection 

We further witnessed an exponential decline over time 
in the exposure effect, the decline 1s rather rapid and 1s 
comparable to findings in the domain of adoption (Strang 
and Tuma 1993, Trusov, Bucklin, and Pauwels 2009) The 
similarity between the decline patterns 1n the cases of both 
adoption and attrition suggests that different types of social 


effects share simular dynamics (1e, dechning influence 
over time) and should encourage researchers to model and 
further explore the consequences of the social 1nteraction 
carryover effect, as has been done for the advertising car- 
ryover effect (Tellis 2004) 

We find that a customer with a higher degree (number of 
connections) has a greater likelihood of defecting Note that 
we observe this effect after controlling for exposure to the 
number of defectors in the social network Therefore, the 
effect cannot be attributed solely to the notion that higher- 
degree customers interact with more defectors A possi 
ble explanation for this effect might be that, compared 
with customers with fewer connections, highly connected 
customers hear about more defections at higher degrees 
of separation 

Furthermore, an increase ın the average degree of defect- 
ing neighbors ıs associated with a small decrease ın the 
focal customer's hazard to defect Recent research has high- 
lighted the limited attention explanation (Katona, Zubcsek, 
and Sarvary 2011) This approach suggests that a person 
with a large number of social ties may be able to devote 
less attention to each tie, which eventually limits that per- 
son's level of influence on these ties Thus, the level of 
attention a high-degree customer pays to his or her con- 
nections affects this customer's defection-related 1mpact on 
each one 

These findings shed new light on the consequences of 
centrality in social networks Often, high-degree customers 
are considered attractive customers because of their poten- 
tial to affect others and also because their higher connectiv- 
ity may lead to earlier exposure to innovations (Goldenberg 
et al 2009) Our results suggest that greater connectivity 
may not mean greater influence and that there may even 
be a dark side of connectivity ın the case of defections 
Greater connectivity also means greater exposure to defec- 
tors and thus a greater chance of leaving The trade-off 
between network hubs’ greater influence and their greater 
risk of defection 1s a significant issue that should be pur- 
sued in further research 

Customer loyalty, which cannot be assessed ın the case 
of new product adoption (because the customer has no prior 
relationship with the new product), has an effect on defec- 
tion We find that customers who are often labeled loyal 
(1e , customers with higher tenure or who are heavier users) 
are less affected by others’ defections These results high- 
light an underexplored advantage of customer loyalty For 
some time, loyalty was appreciated primarily for its con- 
tribution to customers’ lifetime value (1e, loyal customers 
were appreciated for providing higher profits for longer 
periods of time, Rust and Chung 2006) In addition, loyalty 
can contribute to customers’ social value because retained 
customers influence others to adopt products through their 
social effects Here, we observe a new aspect of the benefit 
of loyalty It reduces a customer’s tendency to be affected 
by others’ defections 


Managerial Implications 


A straightforward implication of our study 1s that firms 
should take customers’ social networks into account when 
attempting to predict and manage customer churn Recent 
research has demonstrated that the addition of network- 
related information to the commonly used geographic, 
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demographic, and prior purchase data can substantially 
improve analysis of new product adoption (Hull, Provost, 
and Volinsky 2006) Our results suggest that this might 
also be the case for customer defections This possibil- 
ity 1s especially significant 1n light of our observation that 
advertising had no effect on defection While advertising 
can certainly affect decision making in many markets, it 
seems that in mature markets such as the one we exam- 
ined, customers’ defection decisions are driven more by the 
customers’ own experiences and by those of their social 
neighbors than by advertising A reasonable alternative to 
some of the retention-geared advertising may be to 1nvest 1n 
developing a better understanding of the behavioral drivers 
of retention, taking a broader social network perspective 
For example, satisfaction surveys have traditionally focused 
on the individual, however, further examination of the sat- 
isfaction of friends, either by asking the focal customer or 
by independent surveys, might provide fruitful results 

A significant finding ın this regard 1s the strength of 
mere exposure to defectors Although specific proper- 
ties associated with social relationships (e g , tie strength, 
homophily) had differential effects on the defection deci- 
sion, we observed that even when we controlled for these 
aspects, mere exposure to defectors had a relatively strong 
effect on the defection decision. An implication of this 1s 
that the absence of precise network-related information on 
defectors and their neighbors should not discourage firms 
from taking the social aspect into account Mere exposure 
to a defection may be key piece of information on which 
to act 

Our results emphasize the urgency of managenal 
response to customer defections In the case we examined, 
much of a defector’s effect on his or her neighbors occurs 
during the two months after defection If a firm aims to deal 
with the possible social influence of a defection, 1t should 
act swiftly, as soon as possible after the neighbor's defec- 
tion event Another issue 1s the need to consider network 
information when examining customer lifetime value (Rust 
and Chung 2006) In the context of new product adoption, 
previous research has indicated the additional value of cus- 
tomers who affect the adoption of others (Hogan, Lemon, 
and Lıbaı 2003), and a simular analysis should be done ın 
the context of social effects on retention 

The cellular industry offers researchers an almost unpar- 
alleled ability to study consumption behavior combined 
with social network information To the extent possible, 
we have tned to avoid the use of industry-specific varı- 
ables, and we believe that the fundamental results presented 
here are relevant for understanding social effects on cus- 
tomer retention However, it 1s important to consider the 
extent to which the magnitude of the results presented here 
can be generalized for other industries One issue to con- 
sider is that mobile phone services are characterized by 
relatively high customer involvement and possible norma- 
tive pressure (Herbjørn, Pedersen, and Thorbjørnsen 2005) 
Markets with these characteristics, coupled with possible 
price-driven network effects, are likely to be associated 
with relatively strong social effects on attrition Therefore, 
the effects found here may not be as strong 1n markets 1n 
which customer involvement 1s lower Another issue 1s that 
the 1ndustry we examine serves as both a representation of 
the social network of customers and the product domain of 
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defections Because the cellular network enables the com- 
munications, we can expect that this service will be more 
frequently discussed in word-of-mouth communications 
than will other products Consequently we may witness 
greater social effects for mobile phone-related communr- 
cation than for other products From another angle, mobile 
phone services are often characterized by contractual agree- 
ments that curb the tendency of people to leave the ser- 
vice, even if they are influenced by others’ word of mouth 
to do so Lower switching costs 1n other markets may 
be associated with greater social effects on the reten- 
tion decision 

The exact magnitude of the social effects on reten- 
tion should thus be examined, when possible, for specific 
markets Given the limited access to social network data, 
managers’ ability to do so depends on the extent to which 
new technologies will enable the collection of more data 
on the social behavior of customers One avenue might 
be to collect data through sources such as Facebook and 
other social networking sites Another possibility 1s to take 
advantage of the emerging use of brand and online com- 
munities to better assess the relationship between social 
behavior and defection Third-party providers that col- 
lect data from sources such as LinkedIn can also help in 
this regard 


Further Research and Limitations 


Finally, some limitations of this study should be highlighted 
The use of data from multiple 1ndustries and of products 
that are exogenous to the network (1e, a product that 1s 
not the communication vehicle itself) can strengthen our 
knowledge of the magnitude of effects and the dynam- 
ics of social effects on retention Additional information 
on customers’ motivations to defect would have enabled 
us to distinguish the effects of the various defection types 
(eg, active vs passive defections) Furthermore, our data 
capture detailed information regarding customers’ commu- 
nication within a provider's network, as well as some ınfor- 
mation with respect to their overall communication habits 
It would be beneficial, though challenging due to com- 
petition aspects, to capture a person’s entire social net- 
work Although there are research efforts in this direction 
(Eagle, Pentland, and Lazer 2009), the challenge of com- 
bining such data with real consumption decisions must still 
be overcome 

The cellular service market we examined 1n this study 1s 
a mature market, characterized by a high penetration rate 
Because customers do not leave the category altogether but 
rather switch to a competing provider, it would be useful 
to consider the extent to which customers follow not only 
their netghbors’ defection decisions but also their neighbors 
by choosing the same new provider This requires data that 
are not available to us at this point 

Additional measures, such as the network distance 
between the focal customer and other potential influencers, 
could contribute to this study In the context of public 
health (e g , obesity), researchers have suggested that such 
influence takes place (Christakis and Fowler 2007), how- 
ever, 1n the context of consumption decisions, second- 
degree influences have not been tested This may be carried 
out by assessing the extent to which defections that happen 


two (and possibly three) degrees of separation from an indi- 
vidual affect his or her probability to defect This analysis 
is significant but outside the scope of the current study 
Assessing the extent and nature of social processes 
involved in customers’ decisions to defect 1s crucial to 


better understand, model, and eventually manage customer 
churn Given that retention 1s central to firms’ bottom line, 
we believe that further exploration of the social effects on 
customer retention will contribute to this promising line 
of research 
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Multihoming in Two-Sided Markets: 
An Empirical Inquiry in the Video 
Game Console Industry 


Two-sided markets are composed of platform owners and two distinct user networks that either buy or sell appli- 
cations for the platform The authors focus on multihoming—the choice of an agent in a user network to use 
more than one platform In the context of the video game console industry, they examine the conditions affecting 
seller-level multihoming decisions on a given platform Furthermore, they investigate how platform-level multihom- 
ing of applications affects the sales of the platform The authors show that increased platform-level multihoming 
of applications hurts platform sales, a finding consistent with literature on brand differentiation, but they also show 
that this effect vanishes as platforms mature or gain market share The authors find that platform-level multihom- 
Ing of applications affects platform sales more strongly than the number of applications Furthermore, among 
mature platforms, an increasing market share leads to more seller-level multi homing, while among nascent plat- 
forms, seller-level multihoming decreases as platform market share increases These findings prompt scholars to 
look beyond network size in analyzing two-sided markets and provide guidance to both (application) sellers and 
platform owners 
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two-sided market 1s composed of two distinct user Both economists and marketing scholars have inves- 
A that provide each other with network ben- tigated two-sided markets (for a review, see Stremersch 

efits through a platform by either buying or sell- et al 2007), studying new product growth or competition 
ing applications for the platform (Rochet and Tirole 2006) between platforms Prior literature examining two-sided 
We refer to these distinct user networks—the two sides of markets has focused almost exclusively on quantity (1e, 
the market—as buyers and sellers, respectively Two-sided the size of the two user networks) as the network benefit 
markets are pervasive ın today's economy For example, that the two sides of the market contribute to each other 
consumers will prefer a credit card that many merchants (e g , Basu, Mazumdar, and Raj 2003, Church and Gandal 
accept, while merchants will prefer a credit card that many 1992, 1993, Dranove and Gandal 2003, Frels, Shervanı, 
consumers carry Similarly, buyers will prefer auction sites and Srivastava 2003, Gandal, Kende, and Rob 2000, Katz 
with a large number of sellers, while sellers will prefer auc- and Shapiro 1985, LeNagard-Assayag and Manceau 2001, 


tion sites on which many buyers bid Other examples of Nair, Chintagunta, and Dubé 2004, Stremersch et al 2007) 
However, user networks may contribute to each other in 
dimensions other than their mere size—for example, in 
quality (Binken and Stremersch 2009) or in the extent of 
multihoming (the current study) 

Multihoming refers to the choice of an agent 1n a user 
network to use more than one platform Single-homing 


two-sided markets are entertainment platforms (consumers 
and content publishers), shopping malls (consumers and 
retail outlets), and computer networks (computer users and 
software providers) 


əvi ——————— refers to the choice of an agent in a user network to use 
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of competing platforms) from platform-level multihoming 
(1e, the extent to which applications on a particular plat- 
form are also available for buyers of a competing platform) 
Thus, platform-level multihoming represents the aggrega- 
tion of seller-level multihoming over all sellers providing 
applications for a particular platform A seller can multi- 
home many (few) of its applications for a given platform, 
which ın our terminology reflects a high (low) degree of 
seller-level multthoming At the platform level, many (few) 
of the applications available for a platform across all sell- 
ers may be multihomed, which ın our terminology reflects 
a high (low) degree of platform-level multıhomıng 

Theoretical models have suggested that the extent to 
which applications on a particular platform are multi- 
homed (platform-level multihoming) constitutes an 1mpor- 
tant driver of the outcome of platform competition 
(Armstrong 2006, Armstrong and Wright 2007, Caillaud 
and Julhen 2003, Hermalin and Katz 2006, Rochet and 
Tirole 2006) The special relevance of multıhomıng to plat- 
form owners (Shapiro 1999) stems from the fact that the 
differentiation of a platform partially lies with the differ- 
entiation of the characteristics of 1ts user network(s) from 
the characteristics of the user network(s) of competing plat- 
forms, beyond the differentiation between the other charac- 
teristics (e g , hardware) of the platforms 

Seller-level multthoming decisions are important deci- 
sions for sellers 1n two-sided markets On the one hand, a 
seller that single-homes on a given platform forgoes poten- 
tial revenues from the buyers of competing platforms On 
the other hand, single-homing sellers may have lower costs 
(eg, they avoid the cost of adapting their applications to 
multiple platforms) or be paid exclusivity fees by owners 
of platforms on which they single-home 

Multihoming decisions are of great importance to firms 
in many contexts For example, researchers credit the 
single-homing decision by several movie studios (eg, 
Warner Brothers) as an important factor ın the platform bat- 
tle between Toshiba’s HD DVD and Sony’s Blu-ray (Barnes 
2007, Edwards and Grover 2008) Sony 1s also reported to 
have paid a substantial amount to movie studios to pre- 
vent attractive movies on Blu-ray from being multihomed 
to HD DVD 

The video game console market—the context of the 
current study—is another market ın which sellers’ multi- 
homing decisions may significantly affect their profits For 
example, Take-Two’s Rockstar Games unit was reported to 
have received an estimated $50 million from Microsoft to 
create two episodes of Grand Theft Auto IV The Lost and 
Damned and single-home them for Microsoft Xbox 360 
However, by single-homing, Take-Two’s Rockstar Games 
unit missed the revenues that these games might have gen- 
erated, especially from Sony PlayStation3 users 

Despite the high relevance of multihoming ın many 
industnes and a stream of recent analytical research (mostly 
in economics), little empirical research on multihoming 
exists (for exceptions, which we 1n turn extend, see Binken 
and Stremersch 2009, Corts and Lederman 2009, Rys- 
man 2004) More precisely, we study two research ques- 
tions, which have remained largely unaddressed by prior 
(empirical) literature First, we investigate what conditions 
affect seller-level multihoming decisions on a given plat- 
form (ın our case, multihoming decisions of game publish- 
ers) Second, we study whether and under what conditions 
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platform-level multihomung affects the sales of the platform 
(in our case, sales of video game consoles), explicitly con- 
trolling for the number of applications sold for the platform 

We focus on the age and market share of the platform 
as conditions that may influence the extent of seller-level 
multıhomıng on the platform and the effect of platform- 
level multihoming on platform sales Both age and market 
share of a platform significantly affect the uncertainty that 
consumers face 1n their platform adoption decision Uncer- 
tainty plays a dominant role 1n any new technology adop- 
tion, but does so especially 1n two-sided markets because 
the future adoption by the seller network affects the future 
utility of a platform for consumers The uncertainty regard- 
ing a platform decreases with age and market share, which 
in turn affects the extent to which the platform needs a 
clearly differentiated positioning to be successful Thus, in 
short, nascent and low-market-share platforms may have 
a greater need for a differentiated network of sellers than 
mature and high-market-share platforms 

Our empirical findings are as follows We find that the 
(negative) effect of platform-level multthoming on platform 
sales 1s larger than the (positive) effect of the number of 
applications on platform sales We also find that this neg- 
ative effect of multihoming 1s prominent for nascent plat- 
forms and for platforms with a small market share but it 
fades as platforms mature and gain market share These 
findings have implications for sellers and platform owners 
They may provide sellers with a better understanding of the 
conditions under which the platform owner may be willing 
to pay more or less for single-homed applications Platform 
owners can also gain understanding of the conditions in 
which it benefits them to encourage or discourage single- 
homed applications for their platforms These findings may 
also affect the future behavior of industry observers (eg, 
in the reports they publish) and academic scholars (e g , in 
the models they develop) because they force both observers 
and academics to move away from the logic of network 
size to the logic of multihoming 

We also find that a platform’s age and market share, 
among other factors, drive the extent of seller-level multi- 
homing on that platform On the one hand, the larger the 
market share of a mature platform among buyers, the more 
of its applications will be multthomed On the other hand, 
the larger the market share of a nascent platform, the fewer 
of its applications will be multthomed 

We organize the remainder of this article as follows In 
the next section, we review the literature on multihoming 
Then, we develop hypotheses for the effects of multihom- 
ing on platform sales and for the determinants of multthom- 
ing The fourth section presents the data we use to test the 
developed theory We develop our model in the fifth section 
and present the estimation procedure ın the sixth section 
We present the estimation results 1n the seventh section. We 
conclude with a discussion of the implications and lımıta- 
tions of our research 


Prior Literature on Multihoming 


We can distinguish two types of prior analytical models on 
multihoming 1n two-sided markets The first type examines 
what the equilibrium outcome 1s if a multihoming option 
exists for a user group, without the (potential) existence of 


exclusive contracts (Armstrong 2006, Caıllaud and Jullien 
2003, Choi 2007, Doganoglu and Wright 2006, Rochet and 
Tirole 2003, 2006) Most relevant to our own inquiry 1s 
the theoretical model Choi (2007) proposes, which con- 
siders the level of suitability of a seller's applications for 
a specific platform as a determinant of that seller's deci- 
sion to single-home its applications on that platform In our 
theoretical framework, we also adopt this notion of seller— 
platform fit as one of the factors influencing multihoming 
decisions We theorize that the fit between a seller and a 
given platform 1s conveyed through the sales success of the 
sellers’ applications among the buyers of the platform ? 

A second set of models examines the equilibrium out- 
come 1f a platform owner offers an option of an exclusive 
contract—a contract under which agents 1n a user network 
commit to single-home on a given platform—in a con- 
text in which the multthoming option exists, or 1n specific 
settings of platforms’ competitive strength and life-cycle 
stages (Armstrong and Wright 2007, Balto 1999, Carrillo 
and Tan 2006, Doganoglu and Wright 2010, Mantena, 
Sankaranarayanan, and Viswanathan 2007, Shapiro 1999) 
Such exclusive contracts are relevant to market outcomes 
only when sellers would otherwise opt to multihome or to 
single-home on a competing platform Scholars 1n this area 
debate the conditions under which the employment of such 
exclusive contracts has negative welfare consequences 
Armstrong and Wright (2007) find that exclusive deals may 
actually promote a superior market outcome for both buy- 
ers and sellers under certain market conditions. Doganoglu 
and Wrght (2010) find that exclusive deals are inefficient 
when offered by incumbent firms as a tool to dominate a 
market 1n the face of entry, and the seller network 1s the 
primary beneficiary of such deals 

Note that 1n our theoretical framework, as presented 1n 
the next section, we do not specifically distinguish differ- 
ent motivations for inducing single-homing through exclu- 
sive contracts, nor do we determine the beneficiaries of 
such actions However, we consider the age and the mar- 
ket share of the platform as determinants of multihoming 
decisions and, ın doing so, aim to generalize the condı- 
tions under which we can expect higher levels of multi- 
homing In this respect, a study of special relevance to our 
present inquiry 1s that of Mantena, Sankaranarayanan, and 
Viswanathan (2007) Their analytical model examines the 
conditions under which sıngle-homıng can be observed and 
the impact of single-homing on industry outcomes, taking 
into account the typical high level of uncertainty buyers 1n 
two-sided markets face Mantena, Sankaranarayanan, and 
Viswanathan's work applies to the context of high technol- 
ogy and media markets, which share many features with 
our empirical context 

Empirical studies relevant to our context are few in 
number and different 1n nature from our current inquiry 
Rysman (2004) documents network benefits between buy- 
ers (consumers) and sellers (advertisers) of a platform 
(yellow pages) For simplicity reasons, he assumes that 
buyers single-home and sellers choose platforms only on 
the basis of the number of buyers of the platform Corts 


2In the section on robustness, we also consider an alternative 
measure of seller-platform fit that 1s based on application quality 
rather than application sales 


and Lederman (2009) study the influence of platforms' 
installed base of buyers on the number of single-homed 
and multihomed applications published They also study 
the influence of the number of applications on own and 
competing platform sales, which allows them to be the first 
to provide evidence of network benefits gained not only 
for a given platform but also across competing platforms 
Binken and Stremersch (2009) are the first to show that 
superstar applications—applications of very high quality 
(1e, a quality rating > 90/100) that command a dispropor- 
tionately large payoff 1n application sales—affect platform 
sales beyond the effect of the total number of applications 
They find that the effects of single-homed and multihomed 
superstar applications on platform sales are similar 

Using new metrics for seller-level and platform-level 
multihoming, we extend this empurical literature by 
(1) quantifying the effect of platform-level multihoming 
on platform sales across the entire collection of applica- 
tions and over all competing platforms 1n a direct manner, 
(2) theorizing and empirically documenting the moderat- 
ing role of market share and age of the platform on the 
relationship between platform-level multihoming and plat- 
form sales, and (3) theorizing and empirically documenting 
contrary effects of platform market share on seller-level 
multihoming, depending on the age of the platform 


Theory Development 


In this section, we first derive our theoretical expectations 
on the effect of platform-level multihoming on sales of 
the platform and the conditions that may influence this 
effect In terms of conditions, we focus on the age and 
market share of the platform, because an increase ın either 
may significantly lower the uncertainty that consumers face 
in their platform adoption decision We expect that the 
greater this uncertainty, the more a platform needs a clearly 
differentiated positioning to be commercially successful 
Then, we explore the effect of such conditions on seller- 
level multihoming on a given platform Figure 1 provides 
a graphic overview of our conceptual framework and the 
hypotheses we posit For the derivation of our hypotheses, 
we build on theories on differentiation and uncertainty in 
two-sided markets 


The Influence of Platform-Level Multihoming on 
Platform Sales 


When a platform's applications are multihomed on other 
platforms, the platform may not be able to differentiate 
itself through the applications of its network of sellers 
Differentiation provides brands with greater resistance to 
competitive attacks (e g, Aaker 1991, Carpenter, Glazer, 
and Nakamoto 1994) Thus, 1n two-sided markets, 1n which 
buyers and sellers endow each other with network ben- 
efits, a platform for which few applications are multi- 
homed can achieve greater differentiation than a platform 
for which many applications are multihomed (Mantena, 
Sankaranarayanan, and Viswanathan 2007) For example, 
the video game Tetris, which was single-homed on Game 
Boy, 1s credited for much of the Game Boy’s success (Allen 
2003, Rowe 1999) 

Platforms might not all be equally affected by a lack of 
differentiation from multihoming We expect that nascent 
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FIGURE 1 
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platforms (1e, platforms that have been introduced only 
recently) are more vulnerable to multıhomıng of their appli- 
cations than mature platforms The level of buyers’ uncer- 
tainty on a nascent platform 1s high initially, after which 
uncertainty fades as the platform matures Under the high 
uncertamty characterizing nascent platforms, buyers' pref- 
erences for a platform can more easily tip 1n favor of a 
platform for which few of its applications are multihomed 
than a platform for which many of its applications are 
multihomed, keeping the number of applications constant 
(Mantena, Sankaranarayanan, and Viswanathan 2007) As 
platforms mature, buyers' expectations about the ultimate 
success of the platform become more certain (Schilling 
2002), and the need for differentiation through a platform's 
applications decreases We hypothesize the following 


H, There 1s a negative relationship between platform-level 
multihoming of applications and platform sales for nascent 
platforms, which fades as platforms mature 


Two-sided markets are known to “tip” in favor of the 
largest-share platform (Arthur 1989) As a platform increas- 
ingly beats other platforms 1n terms of market share, other 
platform attributes (e g , the extent of platform-level multi- 
homing) become less 1mportant 1n buyers' platform choice 
A large market share of a platform provides a clearer signal 
of the superior value the platform offers for buyers than 
attributes that are more difficult for a consumer to measure 
(Schilling 1999), such as the number of applications for the 
platform that are multıhomed 

The important role of platform market share as a sig- 
nal for superior value also fits prior findings in differen- 
tation theory Carpenter and Nakamoto (1989) argue that 
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greater similarity between brands hurts only the nondom- 
nant brand and not the dominant brand In the context of 
pioneering advantages, they attribute an overall perceptual 
distinctiveness to dominant brands that allows them to over- 
shadow similar, but smaller, competitors Feinberg, Kahn, 
and McAlister (1992), who study variety seeking, also find 
that when consumer preferences remain constant, sharing 
more features with competing brands hurts small brands 
but does not hurt dominant brands As we argued previ- 
ously, platform-level multthoming may lead to a lack of 
differentiation, which, according to this logic, would hurt 
dominant brands less than nondominant brands Therefore, 
we hypothesize the following 


H, There is a negative relationship between platform-level 
multihoming of applications and platform sales for plat- 
forms with a small market share, which fades as platforms 
gain market share 


In our empirical tests of the preceding hypotheses, we 
control for several other variables that may affect platform 
sales in addition to platform age and market share? First, 
we control for the number of applications that are avail- 
able for the platform, which we expect to positively affect 
platform sales (Church and Gandal 1993, Katz and Shapiro 
1994) Second, we control for the number of platforms 
that compete with one another Competition may increase 
platform sales because it may benefit the growth of the 
industry (Agarwal and Bayus 2002), or it may decrease 





*Note that ın the application context of this study, the correlation 
between market share and platform sales 1s low ( 33) because of 
the high category sales growth over time 


platform sales through platform switching (Carpenter and 
Lehmann 1985) Third, we control for the price of the plat- 
form, which we expect to negatively affect platform sales 
Fourth, we include the number of superstar releases for the 
platform (Binken and Stremersch 2009) In addition, we 
control for seasonality in sales by including a December 
dummy, for inertia 1n sales by including the platform's sales 
in the previous period, and for other time-invanant plat- 
form features by including platform dummies In our case, 
such platform features can be technical attributes such as 
data width, clock speed, memory, the type of controller, the 
media device (e g , CD-ROM, DVD, Blu-ray), or the pos- 
sibility to access the Internet, as well as other aspects such 
as the brand name and credibility of the platform owner 


Determinants of Seller-Level Multihoming 


Seller-level multihoming 1s the outcome of the decision of 
platform owners to provide incentives to lower the level 
of seller-level multihoming and the decision of sellers on 
the level of seller-level multihoming, given such incentives 
We theorize on the effects of age and market share of the 
platform and the seller-platform fit on the platform owner 
and seller decisions, and, 1n turn, on the level of seller-level 
multihoming 

As H, predicts, when a platform 1s mature, the platform 
owner has little need to offer sellers 1ncentives to discour- 
age them from multthoming Owners of nascent platforms 
may have a greater need to offer sellers such incentives 
These arguments may explain the increase 1n multihoming 
over the life cycle of a platform (as illustrated 1n Figure 2) 


Beyond this direct effect, platform age may also ınter- 
act with the market share of the platform The owner of 
a mature platform with a large market share wil] have an 
even lower need to offer incentives to discourage sellers 
from multihoming than the owner of a mature platform 
with a small market share, because high-share platforms are 
hurt less by seller-level multihoming than low-share plat- 
forms Therefore, as the market share of a mature platform 
increases, we expect the platform owner to offer sellers 
fewer incentives that discourage them from multıhomıng At 
the same time, 1f a small-share, mature platform offers such 
incentives, sellers may still accept them, despite the low 
market share of the platform because such platforms may 
still represent sizeable buyer networks 1n absolute numbers 
(Mantena, Sankaranarayanan, and Viswanathan 2007) In 
summary, the incidence of seller-level multihoming among 
mature platforms likely increases with market share 

For nascent platforms, the opposite 1s true In the early 
stage of the life cycle of a new platform 1n a two-sided 
market, buyers are still largely undecided, and the user 
base 1s still small (see Mantena, Sankaranarayanan, and 
Viswanathan 2007, Schilling 2002, Stremersch et al 2007) 
Nascent platforms are therefore likely to offer sellers 1ncen- 
tives to discourage them from multihoming because the 
lack of differentiation caused by multihoming may substan- 
tially hurt such platforms Sellers will more easily accept 
such incentives from owners of platforms with a greater 
market share because their higher market share serves as 
a signal of superior value to sellers Therefore, we expect 
to find a lower 1ncidence of seller-level multihoming for 


FIGURE 2 
Multihoming for All Platforms (July 1995—April 2008) 
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nascent platforms with greater market shares (compared 
with nascent platforms with lower market shares) We 
hypothesize the followmg 


H, The relationship between the market share of a platform 
among buyers and the extent of seller-level multihoming 
of applications for that platform 1s (a) negative for nascent 
platforms and (b) positive for mature platforms 


Next, we theorize that a better fit between a seller's 
applications and the characteristics of the platform or of 
the platform’s buyers’ network (Choi 2007) increases the 
platform owner's inclination to make high payments to the 
seller to reduce the degree to which its applications are 
multthomed At the same time, the seller 1s more likely to 
accept such payments from the owner of a platform with 
which 1t shows a better fit than from the owner of a plat- 
form with which it shows a worse fit We use the prior 
sales success of the seller’s applications among the buyers 
of the platform as an indicator of seller-platform fit We 
hypothesize the following 


H, Seller-level multihommg increases as seller-platform fit 
decreases 


Note that a potential counterargument may lie in a coop- 
eration dilemma known 1n the economics literature as the 
“holdup problem" This problem emerges ın situations ın 
which cooperation between two market players (in our 
case, the platform owner and the seller) 1s the most effi- 
cient strategy, and yet the players refrain from cooperation 
because they do not want to give the other party 1ncreased 
bargaining power (Edlin and Reichelstein 1996, Schwarz 
and Takhteyev 2010) However, 1n our context, this holdup 
problem 1s unlikely to occur, because the exclusivity agree- 
ments between sellers and platform owners are made for 
each application separately, often before the application 1s 
developed In our empiırıcal tests of the H} and H,, we 
again control for the number of applications that already 
exist for the platform, 1nertia 1n multihoming decisions, and 
the characteristics of the platforms that are time-1nvariant 
(see previous discussion) using platform dummies 


Data 


We test our hypotheses using data from the video game 
console industry This section first describes this research 
context and our data collection procedures, after which it 
turns to the operationalization and description of the mea- 
sures we employ 


Research Context: The Video Game 
Console Industry 


The video game console 1ndustry dates back to the early 
1970s In 1972, the television maker Magnavox introduced 
Odyssey, the first home video game console The system 
came with 12 games, including versions of tennis and Ping- 
Pong, and more than 100,000 game consoles were sold by 
the end of 1972 Since then, seven sequential generations 
of game consoles have been introduced, one every five to 
six years Each generation 1s typically characterized by a 
superior technology, often with new and superior console 
accessories, and consists of a small number of competing, 
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incompatible video game consoles and a collection of game 
titles In the first generations of home video game con- 
soles, the games were typically developed and published 
by the console owners Over time, platforms (1 e , consoles) 
and applications (1e, games) ın the video game industry 
became increasingly separated, with large publishers spe- 
cializing 1n games, without a footprint 1n console manufac- 
turing (e g , Electronic Arts) 

The populanty of video game consoles has grown rapidly 
in the past two decades, with more than 55 million seventh- 
generation game consoles sold in the United States as 
of March 2010 (Digital Digest 2010) Recently, playing 
video games was rated the top fun entertainment actıv- 
ity by American households, outpacing watching televi- 
sion, surfing the Internet, reading books, and going to or 
renting movies (Interactive Digital Software Association 
2001) ACNielsen’s 2005 study “Benchmarking the Active 
Gamer” shows that the demographic of gamers widened 
between 2000 and 2005, with more women playing and an 
emerging market of males in the 25- to 34-year age range 
This study also found that gamers spent more time (25% 
of their leisure time) playing games (BusinessWeek 2005) 

The video game console market 1s well suited for test- 
ing the implications of multihoming ın two-sided markets 
First, this market 1s often cited as the canonical exam- 
ple of a two-sided market (Clements and Ohashi 2005, 
Shankar and Bayus 2003) Second, there 1s sufficient varı- 
ation 1n this market, both over time and across consoles, 
ın multihoming, the number of applications, and platform 
sales Third, the business of publishing video games today 
is similar to the publishing of DVDs and other entertain- 
ment products 

Our data cover the sales of 12 home video game con- 
soles from three consecutive generations (1e , generations 
5, 6, and 7), including unit sales and quality ratings for 
all games sold for the analyzed systems (4230 ttles) in 
the United States over 154 consecutive months starting 
from July 1995 The consoles include Sega Saturn, Sony 
PlayStation, Nintendo 64, 3DO Multiplayer, Atari Jaguar, 
Sega Dreamcast, Sony PlayStation2, Nintendo GameCube, 
Microsoft Xbox, Microsoft Xbox 360, Sony PlayStation3, 
and Nintendo Wi 

The fifth video game console generation 1s known as the 
32-/64-bit generation This generation lasted approximately 
from 1993 to 2002 The three dominating consoles of the 
fifth generation are Sega Saturn (introduced in May 1995), 
Sony PlayStation (introduced in September 1995), and Nin- 
tendo 64 (introduced in September 1996) Other consoles 
that were part of this generation and are covered in our 
data are the 3DO Multiplayer and Atari Jaguar, but they 
had a much lower sales level and no significant 1mpact on 
the structure of the market 

The sixth video game console generation, also known as 
the 128-bit generation, refers to video game consoles that 
were introduced between 1999 and 2001 Platforms of the 
sixth generation include Sega’s Dreamcast (introduced ın 
September 1999), Sony’s PlayStation2 (introduced 1n Octo- 
ber 2000), and the Nintendo GameCube and Microsoft’s 
Xbox (both introduced in November 2001) The consoles 
of the sixth generation showed great similarity 1n terms of 
their technological characteristics 

The seventh video game console generation (the current 
generation) includes game consoles that have been released 


since 2005 This generation began on November 2005 with 
the release of Microsoft’s Xbox 360 One year later, Sony’s 
PlayStation3 and Nintendo’s Wu were also introduced to 
the market PlayStation3 was introduced with great delay 
and manufacturing cost concerns, given the inclusion of 
the Blu-ray reader format Sony had pioneered Nıntendo”s 
Wu brought unique motion controllers to the market, which 
set 1t apart from Sony and Microsoft and enabled umque 
applications (e g , motion-controlled sports) 

Although our data on the fifth-generation consoles cover 
all months starting from their introduction, we chose July 
1995 as the starting point of our analysis to avoid a poten- 
tial bias 1n our multihoming measure caused by the sharing 
of titles with consoles of the fourth generation, on which 
we do not have data We also exclude months that show 
very low platform sales figures («5000 units) at the end 
of a platform's life cycle, because they represent nonactive 
periods 1n which the system 1s already abandoned 

We sourced data on console and game release time, sales, 
and prices from the NPD Group, a well-known market 
research firm that covers the game industry NPD's data 
have been used previously 1n academic marketing research 
(Binken and Stremersch 2009, Stremersch et al 2007) To 
evaluate the number of superstars released for each plat- 
form, we used NPD quality ratings and inferred whether a 
game was a superstar according to a metric developed by 
Binken and Stremersch (2009) 


Measures 


Our central construct 1s the platform-level multihoming, 
Platform Multi, Homıngy, which 1s the extent of platform- 
level multihoming for the applications of platform p at 
time t We operationalize Platform Multi Homing, as 
follows We begin by developing an indicator variable, 
denoted as Home,,, which indicates for each application a, 
available for sale at time t, whether ıt ıs multihomed across 
platforms at time t “ 


— 10 if application a is single-homed at t 
(D. Homes i otherwise 


Next, we calculate the extent of platform-level multi- 
homing for each platform p at time t by weighing Home, 
according to the relative share of application a in the over- 
all application sales for platform p by time t (Share*,), as 
follows 


(2) Platform Multi Homing, = ” (Home, x Share; ), 


a= 1 


where A is the overall number of applications in the mar- 
ket In cases 1n which a platform offers only applications 
that are sıngle-homed, Platform_Multi_Homing,, equals 0 
As a platform’s applications are increasingly multihomed, 
Platform_Multi_Homung,, approaches 1 

The seller-level multihoming on a given platform, 
Seller Multi. Homingyy, 1s the extent to which the applica- 
tions of seller s for platform p are multihomed at time t 
We calculate the extent of seller-level multihoming for each 


‘In the robustness analysis, we also implement other mea- 
sures for Platform Multı Homıng,, and Seller_Multi_Homing,,,, 
grounded ın alternative Home,, measures 


platform p at time t by weighing Home,, over all appli- 
cations of seller s, A$, according to the relative share of 
application a in the overall application sales for platform p 
by time t (Sbare$,), as follows 


AS 
> (Home, x Share?) 


azl 


(3) Seller, Multi Homing,,, = 


As Equations 2 and 3 show, the platform-level multihom- 
Ing 1s an aggregation of seller-level multihoming across all 
sellers offering applications for the platform 

As theorized previously, we use the following variables 
to explain seller-level multihoming on a given platform, 
in addition to platform dummies and lagged seller-level 
multihoming Platform Age, 1s the number of months 
that elapsed between the introduction of platform p and 
time t, Platform Mar Share,,, the market share of plat- 
form p at time t, 1s equal to the sales of the platform p 
at time t divided by the sum of sales for all platforms 
available at time t, nr Applications, 1s the cumulative 
number of applications released for platform p by time t, 
and Seller Platform Fit, 1s the average penetration rate, 
among the buyers of platform p, across all applications 
released by seller s for platform p by t 

Platform Sales, 1s the number of umts of plat- 
form p that are sold during month t In addition to the 
aforementioned measures (e g , Platform Multi Homing,,, 
Platform Mar Share,,, Platform_Age,,, nr _Applications,, ), 
we include the following measures for the other vari- 
ables ın the platform sales equation Platform Comp Nr, 
is the number of other active platforms in the market at 
time t, Platform, Price, 1s the retail price of platform p at 
time t, which we instrument for, as explained subsequently, 
Superstar Release, 1s the number of applications for plat- 
form p released at time t with a quality rating of 90 and 
greater (following Binken and Stremersch 2009), and IP*1s 
a December dummy that takes the value of 1 if t 1s the 
month of December and 0 if it ıs not To control for iner- 
tia and contagion, we also include lagged platform sales 
Finally, we include platform dummies to account for intrin- 
sic, non-time-varying, differences between consoles 

To address the endogeneity of nr_Applications,,, we also 
specify an auxiliary regression for the number of applica- 
tions of a given seller for the platform, nr Applıcatıons,,, 
Beyond pı dummies, Platform Mar Share, 19 
Platform, Age,, IP*, and nr _Applications,,,_;, we also 
include the competition among sellers for platform p, 
denoted as Seller Comp Nry, which we calculate as 
the number of sellers that have released applications for 
platform p by t 


Descriptives 


Table 1 shows the descriptive statistics of the variables that 
enter our three equations (The details on the specification 
of the three equations appear 1n the “Model” section ) Fig- 
ure 2 shows the extent of platform-level multihoming for 
each platform in our data over time It shows that plat- 
forms 1n Generation 6—Xbox, PlayStation2, and Nintendo 
GameCube—are similar ın terms of platform-level multı- 
homing of applications, while among platforms ın Genera- 
tions 5 and 7, there are larger differences 1n platform-level 
multihoming of applications across platforms Figure 2 also 
reveals an increasing extent of platform-level multihoming 
in the video game industry over the analyzed time frame 


Multihoming in Two-Sided Markets / 45 


TABLE 1 
Descriptive Statistics 





A: Platform Sales Equation 





Platform 
Platform Platform Platform Market 


Number Number of 
of Platform Platform Superstar December 


Sales Multıhoming Age Share Applications? Competitors Price Release Dummy 

Platform 

multihoming 14 
Platform age — 06 19 
Platform market 

share 33 — 19 — 25 
Number of 

applications 06 33 91 — 09 
Number of platform 

competitors 11 56 14 — 38 20 
Platform price 02 02 — 68 23 — 56 10 
Superstar release 18 18 — 02 16 06 11 01 
December dummy 57 01 — 02 — 03 — 01 10 02 — 04 
M 252,329 37 34 91 29 420 79 2 70 177 66 24 09 
SD 322,275 19 26 22 20 423 82 84 94 13 55 29 

B. Multihoming Equation 
Seller-Level Platform Platform Number of Seller— 
Multihoming Age Market Share Applications? Platform Fit 
Platform age — 10 
Platform market share — 06 — 33 
Number of applications — 07 90 — 12 
Seller-platform fit 05 — 07 01 — 04 
M 27 48 43 28 654 90 64 48 
SD 36 27 65 19 468 71 14 51 
C: Number of Applications Equation 
Number of Applications Platform Number of Seller Platform December 
(Seller Platform)” Market Share Competitors Age Dummy 

Platform market share — 03 
Number of seller competitors 22 — 11 
Platform age 20 — 33 90 
December dummy —1 98e-04 — 01 7 07e-04 8 72e-06 
M 9 72 28 57 48 48 43 09 
SD 17 87 19 24 20 27 65 28 


“The number of applications on a given platform 
"The number of a seller's applications on a given platform 


Model 


To test our hypotheses, we specify a system of equa- 
tions as follows The dependent variable of the first 
equation (Platform, Sales,,) 1s the sales of platform p at 
tme t The dependent variable of the second equation 
(Seller Multi Homing,,) 1s the extent to which applica- 
tions of seller s for platform p are multihomed at time t 
We implement a log-transform functional form for these 
two dependent variables, which enables us to pool data 
across platforms with different platform-level multihoming 
and platform sales levels (Binken and Stremersch 2009, 
Dranove and Gandal 2003, Gandal, Kende, and Rob 2000, 
Stremersch et al 2007) 

We specify the independent variables according to the 
theory we derived previously, using the symbols as intro- 
duced in the "Measures" section We do not enter the 
number of superstar title releases, Superstar Release, with 
a log-transform form, to allow for increasing returns to 
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platform sales, consistent with superstar theory (Binken 
and Stremersch 2009, Jones and Walsh 1988) Finally, we 
include platform dummies (oy, Bop) in the two equations 
to account for unobserved platform characteristics 

Because multihoming is a strategic decision between 
application sellers and platform owners (Choi 2007, 
Doganoglu and Wnght 2010), we use Garen’s (1984) 
approach (which has also been advocated in Hamilton 
and Nickerson [2003] and applied ın Ghosh, Dutta, and 
Stremersch [2006]) In this approach, we include the resid- 
uals from estimating the equation of the strategic selection 
variable (ın our case, seller-level multıhomıng) ın the equa- 
tion of the response variable (1n our case, platform sales), 
as well as the 1nteraction between each residual and the 
strategic selection variable 

Because the number of applications for a platform 
might also be endogenous, we include an equation with 
nr Applications, as the dependent variable, ın which we 


implement the same residual inclusion approach developed 
by Garen (1984) In addition, for this equation, we 1mple- 
ment a log-transform functional form and take the specifi- 
cation for the independent variables most commonly used 
in the literature (Stremersch et al 2007) 

The system of equations we specify 1s as follows 


(4) InPlatform_Sales,, 
= Qop +o, İn Platform_Mult_Homing,, 
+, In Platform, Age, + ot (In Platform, Multi Homing, 
x Platform Age) 
+, In Platform Mar, Share, , 
t as (İn Platform Multi Homing,, 
x In Platform Mar Share, ,) 
*ocInnr Applications, + a, In Platform Comp Nr,, 
+ ag İn Platform Pr 1ce,, + aS Superstar, Release, 
“ool?” +a ln Platform S ales, 1 


Multi, Homung +6 a. e x In Mult:_Homing,,) 


+ 0; Not 
nr_Applications nr Applications 


+ 050 


Platform, Sales 
pt ? 


(5) In Seller Multi Homingy, 
= Bop + Bı In Platform_Age,, +B, In Platform Mar Share, , 
+B, (In Platform, Mar Share, , x In Platform Age) 

B4 In nr, Applications, ., 
+B; in Seller Platform Fits 
“Bz in Seller Multi  Homimng,.. + Not 


0, (mp. x Innr_Applications,,) 


+E 


Multi Homing gMulu Homıng 
pst , 


and 


(6) Innr Applications, 
= Yop + Y; İn Platform Mar Share, , 


+yz İn Sellers Comp Nrp + y, In Platform, Ageç, 


“yal?” y; In nr. Applications, 


nr Applications 


Np: 


+ 50 

Because the platform sales equatıon ıs at the platform 
level while the two other equations are at the platform- 
seller level, there 1s no direct way to account for com- 
mon unobserved shocks affecting the system Therefore, 
we decompose the periodic error terms of these two 


platform-seller-level equations into a platform-level ele- 
Multi Homing nr Applications 


ment (Np and Tp. ) and a platform-seller- 
level leet (547 Homing and əd pplicatons) We assume 
Me and Qa each 7: a multivariate nor- 
mal distribution 

m, omang 
0) | gani s N(0, X4) 

P 


Multi, Homing nr Applications 


We then introduce npt and mj concur- 
rently 1n the sales equation, both as fixed effects and through 
interaction terms with the values of their corresponding 
independent variables In addition, 0,, 05, 0,, and 0, in 
Equation 4 correct for possible endogeneity in the effect 
of multihoming and number of applications on platform 
sales due to strategic behavior 1n setting these variables The 
terms 0, and 0, represent the effect of strategic deviations 


in the endogenous variables on the sales of the platform 
The strategic deviations are represented by the differences 
between the actual value of the variables and their expected 
values as they are captured by the respective equations The 
terms 0, and 0, ın Equation 4 represent the effect of the 
interaction between these differences and the absolute val- 
ues of the endogenous variables on platform sales 


Model Estimation 


Following the estimation a Booms o 5 Garen (1988), vve 
compute the residuals m. ONE and q Pphcanons from, 
the equations for multihoming aad for the number of 
applications (Equations 5 and 6, respectively) by calcu- 
lating for each platform and time period the average of 
a d gr Applications Over all sellers ın that tıme 
period Then, we include these residuals as regressors 1n 
Equation 4, along with their mteractions with the corre- 
sponding endogenous independent variables 

As Garen (1988) notes, the error term ın Equa- 
tion 4, p TRR, is likely to depend on the endoge- 
nous variables (ın our case, Platform Multi Homing,, and 
nr_Applications,,) and thus may be heteroskedastic There- 
fore, we estimate heteroskedasticity-consistent standard 
errors as proposed by White (1980) 

A final endogeneity concern arises with the estimation 
of ag, the effect of platform price on platform sales Plat- 
form owners may set prices strategically to achieve superior 
sales Consequently, these decisions may not be random 
but rather may be rooted 1n the expectations managers have 
regarding their effect on future outcomes To address the 
potential endogeneity of price, we employ an instrumen- 
tal vanables (IV) procedure We use a combination of two 
IVs 1n our analysis that have also been used in other stud- 
jes analyzing platform sales ın the video game industry 
(Clements and Ohashi 2005, Corts and Lederman 2009) 
The first IV 1s the price of the platform ın Japan This 1s 
a valid IV under the assumption that there are no com- 
mon demand shocks in the US and Japanese markets, 
which seems reasonable Second, we use the exchange rate 
between the US dollar and the currency ın the country ın 
which the platform was manufactured As the US dollar 
becomes stronger relative to the currency ın the manufac- 
turing country, the cost of the platform, and ın turn its price 
m the US market, 1s expected to decrease This variable 
ıs a valid IV if the exchange rates are not correlated with 
unobserved demand shocks for the platform in the US 
market, which seems to be a reasonable assumption 

Empirically, the two IVs adhere to the two requirements 
for instrumental variables First, they correlate with the 
endogenous explanatory variable, conditional on the other 
covariates In a regression explaining own platform price 
using the other model covariates and our set of IVs, the 
significance levels are 03 and 06 for the price 1n Japan and 
the exchange rate, respectively Second, they are not highly 
correlated with the error term im our investigated model 


Results 
Estimation Results 


First, our model shows a good fit to the data, which 1s 
not surprising, given that we include all key vanables and 
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the lagged dependent variable (R 76, 
( = 96, Rİ = 
(seller-level multthoming equation) > “(number of applications equation) 

98) Table 2 reports the estimation results for Equa- 
tions 4-6 The estimation results of the first equation are 1n 

Columns 1-3 (variable name, symbol, and coefficient with 

standard error 1n parentheses), followed by the estimation 

results of the second (Columns 4—6) and third (Columns 7— 

9) equations 

Columns 1—3 in Table 2 show that the coefficient for 

the main effect of platform-level multıhoming 1s negative, 
indicating that higher levels of platform-level multıhomıng 
lead to lower own-brand sales (a, =—4 98, p x 01) Con- 
firming H, and H,, we also find that this negative effect 
ıs mitigated by the age of the platform (a, = 05, p < 01) 
and by its market share (a, = 2 84, p x 01) Given the 
significant interactions of platform-level multihoming with 
platform age and market share, we need to account for the 
latter factors when testing the overall effect of multihom- 
ing, which we can do by calculating the elasticity of mul- 
tihoming at the mean levels of age, market share, and the 
estimated error of the multıhomıng equation? This elas- 
ticity 18 —2 71, confirming that, on average, platform-level 
multıhomıng negatively affects platform sales 

The number of applications for the platform has a posı- 
tive effect on platform sales (a, = 22, p< 01) The elas- 
ticity of the number of applications 1s only 22 That ıs, an 
increase of 1% 1n the number of applications for a platform 
will lead to an increase of 22% in platform sales A com- 
parison of elasticities allows us to conclude that the (nega- 
tive) elasticity of multihoming on platform sales (—2 71) 1s 
much larger than the (positive) elasticity of the number of 

applications on platform sales ( 22) 

Furthermore, the number of competing platforms does 
not have a statistically significant effect on platform sales 

(o. 2— 01, p= 90) We find that platform price has a sig- 

nificantly negative effect on platform sales (a, =—1 70, p < 

05), while the number of new superstar releases (a, = 11, 

p < 01), the December dummy (oq, = 95, p < 01), and 

lagged platform sales (a,, = 17, p < 01) each have a sig- 

nificantly positive effect on platform sales 

Among the four parameters that correct for sample selec- 
tion with respect to the extent of multihoming and number 
of applications (0,, 07, 04, and 0,), we find that only 0, 1s 
significantly different from zero (0, = 6 74, p < 05) This 
significant coefficient 1mplies strategic behavior ın setting 
multihoming levels However, we do not find evidence of 
such strategic behavior with respect to the number of appli- 
cations, probably because developing new applications in 
this market takes 12-18 months on average 

The estimation results for the seller-level multıhoming 
model (Columns 4-6) show that, 1n line with our theo- 
retical expectation, the extent to which sellers multihome 
their applications for a given platform 1s likely to increase 
as the platform ages (B, = 1 71e-04, p x 01) The mar- 
ket share of a given platform has a negative main effect 


2 T 
(platform sales equation) ~ 


*Given the log-log specification of our model, we calculate the 
elasticity as follows 


Epiatform_Mult Homing =Q] + Q3 X In Platform_Age,, 
+ as x In Platform_Mar_Share,,_, 


+ 0; x qp aaa 
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on the extent of seller-level multihoming on that platform 
(B, 2— 05, p x 01) Given the signs of the main eftect of 
platform market share and its significant interaction. with 
platform age (B, = 1 23e-03, p < 01), we calculate the 
elasticity of platform market share across the range of 
Platform A gey to test H} We find that until the 44th time 
period (3 5 years), the elasticity of platform market share 
on seller-level multihoming 1s negative, after which it turns 
positive, confirming H, We also find that the fit between 
a seller and a platform has a significant, negative effect on 
the extent to which that seller multthomes for that platform 
(B; 2— 01, p < 01), confirming H}, The number of applı- 
cations for the platform does not have a significant effect 
on the extent of seller-level multihoming for the platform 
(B, =- 02, p= 09) Finally, we find that seller-level multı- 
homing shows a high level of inertia, given the significant 
lagged term (B; = 98, p < 01) 

The estimation results for the model of the number of 
applications (Columns 7-9) show that the lagged market 
share of the platform (y, = 10, p < 01), the age of the 
platform (y; = 1 85e-04, p = 07), the December dummy 
(y, — 01, p x 01), and the lagged number of applications 
(ys; = 98, p x 01) each have a positive effect on the number 
of applications that are released for the platform by a given 
seller The level of competition among sellers on a platform 
has a negative effect on the number of applications released 
for the platform by a given seller (y, 2 — 05, p < 01) 


Robustness 


We assessed the robustness of our results 1n many ways (for 
a summary of all robustness checks, see Table 3) First, we 
constructed alternative multihoming measures from alterna- 
tive specifications of Home,, (Equation 1) based on varı- 
ous concentration measures (for more details, see the Web 
Appendix at http//www marketingpower com/]mnov11), 
such as the Herfindahl 1ndex, the Rosenbluth 1ndex, and the 
comprehensive concentration 1ndex We also used the num- 
ber of titles that are multihomed as an alternative measure 
Our main estimation results remained the same across all 
these alternative measures Second, we estimated a nonlin- 
ear effect of platform-level multihoming on platform sales 
by introducing a squared multihoming term to our full 
model We find that the squared multihoming effect 1s pos- 
itive and significant, and yet the marginal effect of multi- 
homing remains negative 

Third, ın addition to estimating the effects of platform- 
level multihoming across all platforms (as reported in 
Table 2), we estimated its effects for each platform sep- 
arately by evaluating interactions between platform-level 
multihoming and platform dummies We find that the effect 
of platform-level multıhomıng on platform sales 1s nega- 
tive and significant in the case of six consoles (1e, 3DO 
Multıplayer,9 Sega Saturn, Nintendo 64, Sega Dreamcast, 
Nintendo GameCube, and Microsoft Xbox) and ınsıgnıfi- 
cant 1n the case of six consoles (1e, Atari Jaguar, Sony 
PlayStation, Sony PlayStation 2, Microsoft Xbox 360, Sony 
PlayStation 3, and Nintendo Wu) Consistent with our the- 
oretical expectations and model findings in Table 2, sales 


“The significance level for 3DO Multiplayer 1s slightly lower 
(p= 94) 


TABLE 2 
Estimation Results 











Platform Sales Equation Seller Multihoming Equation Number of Applications Equation 
Coefficient Coefficient Coefficient 
Variable Symbol (SE) Variable Symbol (SE) Variable Symbol (SE) 
Platform Multi Homing,, Oy — 98" Platform Age,, B, 171e-04*" Platform Mar Share, 4, Y 10" 
(1 57) (00) (01) 
Platform Age, Qo -05* Platform Mar Share, , Bp — 05” Seller Comp. Nr, Yo — 05** 
( 02) ( 0068) ( 01) 
Platform Multi Homing,, Qs 05* Platform Mar Share, ; p; 1 23e-03** Platform Age, Ya 1 85e-04 
x Platform Age, ( 02) x Platform Age, ( 00) ( 00) 
Platform Mar. Share, , Q4 — 23 nr. Applications, b, - 02 December dummy Ya 01** 
(37) (01) (00) 
Platform Multi Homıngp, Qs 284” Seller Platform Fit,,, Bs — 01” nr. Applications, Ya 98** 
x Platform Mar. Share, , (1 08) ( 00) ( 00) 
nr. Applications, Qs 22" Seller Multi Bg 98** 
( 06) Homingy ., ( 00) 
Platform Comp. Nr, a — 01 
(11) 
Platform Price, Qg 1170" 
(88) 
Superstar Release, Qg 11** 
( 03) 
December dummy Og 95" 
(08) 
Platform Sales,,.., Q44 17” 
( 05) 
Atari Jaguar Qo; 913 Atari Jaguar Boi 08" Atari Jaguar ‘Yor 17” 
(4 80) (01) ( 02) 
Sega Saturn Oo 9 97* Sega Saturn Boo 12” Sega Saturn "Yoz 23" 
(5 08) ( 01) ( 02) 
3DO Multiplayer Qos 9 95 3DO Multiplayer Bos 10* 3DO Multiplayer "Yos 20** 
(5 21) (01) ( 02) 
Sony PlayStation Qo, 134* l Sony PlayStation Bos 12 Sony PlayStation "Yo4 21” 
(4 98) (01) ( 02) 
Nintendo 64 Qos 9 97* Nintendo 64 Bos 10"* Nintendo 64 Yos 19” 
(4 74) (01) ( 02) 
Sega Dreamcast Qos 9 28° Sega Dreamcast Bos 11* Sega Dreamcast "Yos 22” 
(4 63) (01) ( 02) 
Nintendo GameCube 007 1 17* Nintendo GameCube = By, 12% Nintendo GameCube Yoy 21” 
(4 88) (01) ( 02) 
Sony PlayStation2 Oog 11 40* Sony PlayStation2 Bos 13” Sony PlayStation2 Yog 21" 
(5 34) ( 01) ( 02) 
Microsoft Xbox Qog 1 96* Microsoft Xbox Bos 13” Microsoft Xbox ‘Yoo 22" 
(5 25) (01) ( 02) 
Microsoft Xbox 360 01010 11 93” Microsoft Xbox 360 Bio 12% Mıcrosoft Xbox 360 Yio 22** 
(5 60) (01) ( 02) 
Sony PlayStation3 O14 12 95* Sony PlayStation3 B 14” Sony PlayStation3 Yit 2b" 
(6 08) ( 01) ( 02) 
Nintendo Wi ago 1171" Nintendo Wn Bız 13” Nintendo Wii ^o 26* 
(5 40) ( 01) ( 02) 
məə 8, 50 
( 63) 
Wr anny 0, 6 74" 
x Multi_Homing,, (2 86) 
api Appiications 0, -. 42 
(1 71) 
art Applications 0 A 64 
x nr_Applications,, ( 46) 
R? 76 96 98 
*p « 05 
"p< 01 


Notes The "pst" subscript represents the periodic platform—seller level That is, a variable with this subscript is defined over all applications 
of seller s for platform p at time t For example, nr. Applıcatıons, , is the number of applications of seller s available for platform p at 
time t The “pt” subscript represents the periodic platform level That is, a variable with this subscript is defined for platform p at time t 
For example, nr. Applications, is the number of applications available for platform p at time t 
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TABLE 3 
Robustness Analysis: Summary 





Alternative Measure 
Variable Construction 


Multihoming Multihoming measure based on 
the Herfindahl index 
Multihoming measure based on 
the Rosenbluth index 
Multihoming measure based on 
the comprehensive concentration 
index 
Multihoming measure based on 
the number of titles that are 
multihomed 


Seller—platform fit Quality-based seller—platform fit 
measure, Instead of sales-based 
measure 


Platform price Platform-applications package 
price 
Average competitive price 
Average price of competitors as 
an instrument for price 


Platform age 


Endogenelty 


Alternatıve Effect Additional 
Specification Effects 
Including interactions between Nonlinear effect of platform- 
platform dummies and platform level multihoming 


multihoming on platform sales 


Price not instrumented 


Including a moderating effect 
of the number of platforms 
on the impact of platform 
age on platform sales 


Estimation of a simpler model 
of platform sales that does 
not control for the potential 
endogeneity of multihoming 
and number of applications 





of the smaller platforms are negatively affected by multi- 
homing, while sales of the larger platforms are not Fourth, 
we explored whether the number of competitors moderates 
the impact of age of the platform on platform sales It does 
not, and all other results are robust to the inclusion of such 
an interaction effect 

Fifth, we tried estimating our model using a quality- 
based measure rather than a sales-based measure to 
represent seller—platform fit, which we evaluate as a poten- 
tal factor affecting the extent of multihoming of that 
seller’s applications for that platform The alternative mea- 
sure takes into account the quality ratings of the seller’s 
applications for a given platform compared with their qual- 
ity ratings on competing platforms We find that the effect 
of the quality-based fit measure 1s insignificant Therefore, 
on the basis of our estimation using a sales-based measure 
for seller—platform fit, we conclude that sellers and plat- 
form owners do seem to make single-homing decisions that 
are based on fit, and yet 1t appears that their assessment 
regarding fit 1s established through application sales rather 
than application quality ratings 

Sixth, we tested alternative specifications for price, such 
as a model that includes platform price not-instrumented 
and a model that includes a platform-applications pack- 
age price not-instrumented Note that the latter price 1s not 
entirely under the control of platform owners and thus not 
endogenous per se, because 1t also includes the average price 
of applications for the platform and the number of applica- 
tions an average platform buyer purchases during the three 
months after buying the platform In addition, we estimated 
the model using the average price of competitors as an 
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instrument for price ’ The estimation results of these three 
other models are simular to the results reported in Table 2 
Seventh, we also estimated a simpler model of platform 
sales that does not control for the potential endogeneity 
of multihoming and number of applications This simpler 
model provides similar results to those reported 1n Table 2 
Finally, the correlation tables presented 1n Table 1 indicate 
that some bivariate correlations are high More specifically, 
there 1s evidence for a high correlation between the age of 
the platform and the number of applications ( 91) This cor- 
relation 1s expected, given that the number of applications 
is measured as the periodic cumulative number of titles 
released for the platform ê Table 1, Panel A, also shows 
a negative correlation between price and age of the plat- 
form (— 68), because prices drop as the platform ages It 
is well known that collinearity between regressors does not 
generate bias 1n coefficients, but 1t may inflate the standard 
errors around coefficient estimates Thus, although we can 
make an unbiased inference on the theoretical expectations 
developed here, this 1nference 1s conservative 1n the sense 
that insignificant coefficients may be caused by collineanty 
between regressors However, the results we report show 


"We also estimated a model with average competitive price as 
an independent variable to investigate the exclusion restriction 
criteria for this variable and found 1t to have an insignificant effect 
on platform sales (p = 94) The other estimation results remain 
stable 

8 Note that ın our model, we implement a log-log transformation 
that slightly lowers the level of collinearity between these two 
variables to 835 


many significant effects, easing potential concerns about 
multicollinearity We also performed a simulation exercise 
in which we estimated our model’s parameters 100 times 
In each step of the simulation, we used a random subset of 
our data (roughly 90%) to estimate the model We found 
our parameter estimates to be stable at similar significance 
levels as reported 1n Table 2, further easing potential mul- 
ticollinearity concerns 


Discussion 


Despite the high relevance of multthoming decisions in 
many two-sided markets, the determinants of the multihom- 
ing decision and its effect on platform sales have received 
little empirical attention from academics In the current 
study, we address this gap theoretically and empirically We 
are the first to separately model and estimate the effects 
of the number of applications and of platform-level multi- 
homing on platform sales, including platform age and mar- 
ket share as moderators We are also the first to explicitly 
model sellers’ decisions to multthome their applications 
for a given platform Thus, we are able to provide novel 
insights for marketing managers, industry observers, and 
academic scholars In this section, we first summarize our 
main findings and then discuss their 1mplications We con- 
clude with a discussion of the limitations of the current 
study and directions for further research 


Summary of Findings 


We find that the (negative) effect of platform-level mul- 
tihoming on platform sales 1s larger than the (positive) 
effect of the number of applications on platform sales 
However, thus far, prior research on network benefits ın 
two-sided markets has focused almost exclusively on the 
effect of the number of applications on platform sales, util- 
ity, or demand We also find that the negative effect of 
platform-level multihoming on platform sales 1s prominent 
for nascent platforms and platforms with a small market 
share but fades as platforms mature and gain market share 

Moreover, we find that a platform's age and market 
share, among other factors, drive the extent of seller-level 
multihoming On the one hand, the larger the market share 
of a mature platform among buyers, the more applications 
for ıt will be multthomed On the other hand, the larger the 
market share of a nascent platform, the fewer applications 
for 1t will be multihomed 


Implications 


In view of our empirical findings regarding the effect of 
multihoming on platform sales and how 1t compares with 
the effect of number of applications on platform sales, the 
owners of nascent platforms and platforms with a small 
market share should attach greater 1mportance to the extent 
to which applications for their platform are multihomed and 
move away from mere network size considerations Aca- 
demic scholars should also move away from the logic of 
network size in their study of two-sided markets, which 
has dominated the marketing and economics literatures for 
decades These findings are also relevant for industry ana- 
lysts, who commonly track the total number of sellers for 
a platform but underreport on the extent of multihoming 
across platforms 


For mature platforms and platforms with a large mar- 
ket share, the preceding conclusions do not apply This 
may explain why applications are increasingly multihomed 
in the video game console market (see Figure 2), a phe- 
nomenon seemingly at odds with differentiation literature 
With the maturation of consoles of large players (Microsoft, 
Sony, and Nintendo), the negative consequences of multi- 
homing may fade, and from a sales perspective, 1t makes 
little sense for such firms to invest 1n reducing the level 
of multıhoming for their applications at a later stage in the 
consoles’ life cycle 

Our research findings also have substantial implications 
for sellers For example, a seller’s decision to design con- 
tent that fits better with the tastes of buyers of a larger 
market share platform and less well with others 1s less risky 
when that platform is "young," because sellers are more 
likely to obtain single-homing offers early on, whereas as 
a large-market-share platform matures, owners’ willingness 
to pay for single-homing will fade 

Although the industry practice seems on track, these 
findings also allow observers of two-sided markets to bet- 
ter understand and assess company decision making For 
example, Nintendo's market share deteriorated substantially 
in the sixth generation with the GameCube Moreover, 
game publishers invested relatively little 1n increasing the 
fit of their applications with this platform, given the limited 
user base Therefore, Nintendo needed single-homed applı- 
cations for the Wu, despite application publishers’ Jack of 
success for GameCube, to establish a lead in the seventh 
generation Now that Nintendo has established the domi- 
nance of the Wn, our findings would imply that Nintendo 
can once again increase the extent to which its applications 
are multihomed 

The findings 1n this study may also help to explain, for 
example, the disappointing performance of Sony PlaySta- 
tion3 in overall sales compared with other seventh- 
generation consoles (Bnghtman 2008) This console 
reached a multihoming level of almost 6 within one month 
after 1ts introduction for a relatively small number of appli- 
cations (17 games) The level of multihoming for the 
PlayStation3 has steadily increased over time to more than 
75 ın April 2008, which 1s the highest level of multthom- 
ing reached by any console in our data The high level of 
multihoming for PlayStation3, and especially that with the 
incumbent Xbox 360, probably led to a lack of differentia- 
tion for the console on applications that consequently hurt 
its initial sales ? (Nascent platforms are hurt more by mul- 
tihoming than maturing platforms are ) 

Other markets for which researchers could build on our 
insights include the following 3-D television (eg, the 
importance of exclusivity deals between platform compa- 
nies, such as Samsung, and movie studios), application 
stores (eg , the competition between the “open” applica- 
tion world Google 1s promoting and the "closed" applica- 
tion world Apple has developed), and smart payment (e g , 
the competition between new payment platforms through 


?Of the 14 games available for PlayStation3 at introduction, 
8 were also available for the Xbox 360, including the popular 
games Madden NFL 07, which had already been available for the 
Xbox 360 since August 2006, and Call of Duty 3 Of the 17 games 
available for PlayStation3 within one month after its introduction, 
10 were also available for the Xbox 360 
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mobile devices and the multthoming decisions retailers will 
make across competing platforms and existing platforms, 
such as cash, debit cards, and credit cards) 


Limitations and Directions for Further Research 


The current study also has limitations that may direct 
further research First, although the data we employ are 
rich, spanning different generations over 13 years on a 
monthly periodicity, the empirical analysis focuses on only 
one industry Further research could examine the extent to 
which these market dynamics also exist outside the video 
game console market 

Second, our model includes fixed effects for the 12 plat- 
forms in our data set These fixed effects control for all 
variation across the platforms that 1s time invariant and 
not explicitly modeled, such as variation in brand name, 
data width, clock speed, memory, the type of controller, the 
media device (e g , CD-ROM, DVD, Blu-ray), and Internet 
access While our model yields unbiased estimates given 
the (indirect) inclusion of such technology features ın the 
fixed effects, 1t does not illuminate the effect of console 
enhancements on platform sales Research that examines 
this issue would be most valuable However, such research 
would need a richer collection of devices (e g , studying the 
video game industry from its inception, or even better, a dif- 
ferent market with a greater variety of devices) and a strong 
taxonomy to classify types of technological advancements 

Third, our model presents a first exploration of multı- 
homing across the platform life cycle, and it shows that 
platform age 1s an important consideration for managers 
involved ın or affected by mulühomıng decisions How- 
ever, the dynamics present 1n the market are, likely, much 
richer than age can proxy for Further research that disen- 
tangles the many correlates of age may lead to interesting 
insights that are actionable for managers (e g , the competi- 
tive growth of applications across multiple platforms) The 
main challenges for such a research endeavor are endo- 
geneity and multicollinearity 

Fourth, 1n this study, we do not distinguish between mul- 
tihomed applications for a platform that were previously 
single-homed on that platform (1e , losing a single-homed 
application) and multihomed applications for a platform 
that were previously single-homed on a competing platform 
(1e, gaining a multihomed application) Further research 
that makes such dıstınctıon—for example, by studying 
superstar applications that switch between being single- 
homed and multıhomed—could lead to useful findings 
(eg, by modeling the effect of such switches İl e, as 
events] on platform sales) 


Fifth, our model examines one main aspect that 1s rel- 
evant to marketers—namely, the effect of multihomıng on 
platform sales More work remains to be done to fully 
inform marketing managers 1n two-sided markets such that 
they will be able to make optimal decisions Consider 
advertising decisions (Tucker and Zhang 2010) Should 
sellers or platform owners 1n two-sided markets advertise 
the extent to which they promote single-homing? While the 
iPhone was exclusively available to AT&T users, Apple and 
AT&T have communicated with one voice about Apple’s 
commitment to single-home its 1Phone on AT&T Verizon 
attempted to counteract this partnership between AT&T as 
a platform and Apple as a seller, consequently leading to 
an advertising war (MacMillan and Satariano 2010, Raice 
and Kane 2011) 

Sixth, 1n this article, we examine only seller-level mul- 
tıhomıng A possible path for further research would be to 
examine buyer-level multıhoming For example, what are 
the consequences of buyer-level multihoming for applica- 
tion buying behavior? Do buyers have a fixed budget? What 
drives budget allocation decisions 1n application purchasing 
across the multiple platforms that buyers use? 

Further research endeavors may include the pricing of 
single-homing contracts between sellers and platform own- 
ers, the 1mplications of multihoming or single-homing for 
the competitive strategies of both platform owners and sell- 
ers, and the channel decisions application sellers can make 
beyond choosing to supply applications to a certain plat- 
form (1e, a Seller’s decision to single-home on a given 
platform does not necessarily imply that the only channel 
to the market available to the seller 1s that platform owner) 

Further research—probably of an analytic nature because 
of a lack of data on costs and fees—could investigate prof- 
itabihty implications of multthoming Such a study must 
take into account the costs required for the development 
of new applications and for application migration, because 
both types of costs have implications for side payments 
between sellers and platform owners While development 
costs can be viewed as exogenous to platform owners, 
the owners do have some level of control over application 
migration costs 

Other avenues for further research are the role of ver- 
tical 1ntegration between sellers and platform owners and 
the role of multihoming ın the incentives for both plat- 
form owners and sellers to innovate Most importantly, fur- 
ther empirical and theoretical research should move beyond 
the influence of mere network size 1n the analysis of two- 
sided markets, which has dominated this literature for far 
too long 
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Oliver Hinz, Bernd Skiera, Christian Barrot, & Jan U. Becker 


Seeding Strategies for Viral 
Marketing: An Empirical 
Comparison 


Seeding strategies have strong influences on the success of viral marketing campaigns, but previous studies 
using computer simulations and analytical models have produced conflicting recommendations about the optimal 
seeding strategy This study compares four seeding strategies in two complementary small-scale field experiments, 
as well as in one real-life viral marketing campaign involving more than 200,000 customers of a mobile phone 
service provider The empirical results show that the best seeding strategies can be up to eight times more 
successful than other seeding strategies Seeding to well-connected people is the most successful approach 
because these attractive seeding points are more likely to participate in viral marketing campaigns This finding 
contradicts a common assumption in other studies Well-connected people also actively use their greater reach 
but do not have more influence on their peers than do less well-connected people 


Keywords viral marketing, seeding strategy, word of mouth, social contagion, targeting 


he future of traditional massmedia advertising 1s such as blogs, video and photo sharing opportunities, 
I uncertain in the modern environment of increasingly and online social networking platforms (eg, Facebook, 
prevalent digital video recorders and spam filters LinkedIn) Companies have adapted to these trends by 
Marketers must realize that 65% of consumers consider shifting their budgets from above-the-line (mass media) to 
themselves overwhelmed by too many advertising mes- below-the-line (e g , promotions, direct mail, viral) market- 
sages, and nearly 60% believe advertising 1s not relevant ing activities 
to them (P orter and Golan 2006) Such information over- Not surprisingly then, Viral marketing has become a 
load can cause consumers to defer their purchase altogether hot topic The term “viral marketing” describes the phe- 
(Iyengar and Lepper 2000), and strong evidence indicates nomenon by which consumers mutually share and spread 
consumers actively avoid traditional marketing instruments marketing-relevant information, initially sent out deliber- 
(Hann et al 2008) ately by marketers to stimulate and capitalize on word-of- 
Other empirical evidence also reveals that consumers mouth (WOM) behaviors (Van der Lans et al 2010) Such 


increasingly rely on advice from others 1n personal or pro- 
fessional networks when making purchase decisions (Hill, 
Provost, and Volinsky 2006, Iyengar, Van den Bulte, and 
Valente 2011, Schmitt, Skiera, and Van den Bulte 2011) 
In particular, online communication. appears increasingly 
important as more websites offer user-generated content, 


stimuli, often in the form of e-mails, are usually unsolicited 
(De Bruyn and Lilien 2008) but easily forwarded to mul- 
tple recipients These characteristics parallel the traits. of 
infectious diseases, such that the name and many concep- 
tual ideas underlying viral marketing build on findings from 
epidemiology (Watts and Peretti 2007) 

Because viral marketing campaigns leave the dispersion 
of marketing messages up to consumers, they tend to be 
more cost efficient than traditional massmedia advertising 
For example, one of the first successful viral campaigns, 
conducted by Hotmail, generated 12 million subscribers 1n 
just 18 months with a marketing budget of only $50,000 
Google’s Gmail captured a significant share of the e-mail 
provider market, even though the only way to sign up for 
the service was through a referral A recent viral adver- 
tisement by Tipp-Ex (“A hunter shoots a bear!”) triggered 


Oliver Hinz 1s Chaired Professor of Information Systems esp 
Electronic Markets, Technische Universitat Darmstadt (e-mail hinz 
@wi tu-darmstadt de) Bernd Sktera is Chaired Professor of Elec- 
tronic Commerce, Department of Marketing, Goethe-University of 
Frankfurt (e-mail skiera@wiwi uni-frankfurt de) Christian Barrot is 
Assistant Professor of Marketing and Innovation (e-mail christian 
barrot@the-klu org), and Jan U Becker is Assistant Professor 
of Marketing and Service Management (e-mail Jan becker@the- 
klu org), Kuhne Logistics University The authors thank Carsten 


Takac, Philipp Schmitt, Martin Spann, Lucas Bremer, Christian nearly 10 million clicks in just four weeks 

Messerschmidt, Daniele Mahoutchian, Nadine Schmidt, and Katha- However, to enjoy such results, firms must consider four 
rina Schnell for helpful input on previous versions of this article In critical viral marketing success factors (1) content, ın that 
addition, three anonymous JM referees provided many helpful sug- the attractıveness of a message makes 1t memorable (Berger 
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network (Bampo et al 2008), (3) the behavioral character- 
istics of the recipients and their incentives for sharing the 
message (Arndt 1967), and (4) the seeding strategy, which 
determines the initial set of targeted consumers chosen by 
the initiator of the viral marketing campaign (Bampo et al 
2008, Kalish, Mahajan, and Muller 1995, Lıbaı, Muller, 
and Peres 2005) This last factor 1s of particular importance 
because ıt falls entirely under the control of the initiator 
and can exploit social characteristics (Toubia, Stephen, and 
Freud 2010) or observable network metrics Unfortunately, 
there 1s a “need for more sophisticated and targeted seeding 
experimentation” to gain “a better understanding of the role 
of hubs 1n seeding strategies” (Bampo et al 2008, p 289) 

The conventional wisdom adopts the influentials hypo- 
thesis, which states that targeting opinion leaders and 
strongly connected members of social networks (1 e , hubs) 
ensures rapid diffusion (for a summary of arguments, see 
Iyengar, Van den Bulte, and Valente 2011) However, recent 
findings raise doubts Van den Bulte and Lihen (2001) 
show that social contagion, which occurs when adoption 1s 
a function of exposure to other people’s knowledge, atti- 
tudes, or behaviors (Van den Bulte and Wuyts 2007), does 
not necessarily influence diffusion, and yet it remains a 
basic premise of viral marketing Such contagion frequently 
arises when people who are close 1n the social structure use 
one another to manage uncertainty 1n prospective decisions 
(Granovetter 1985) However, 1n a computer simulation, 
Watts and Dodds (2007) show that well-connected people 
are less 1mportant as initiators of large cascades of referrals 
or early adopters Their finding, which Thompson (2008) 
provocatively summarizes by implying “the tipping point 1s 
toast," has stumulated a heated debate about optimal seeding 
strategies, though no research offers an extensive empiri- 
cal comparison of seeding strategies Van den Bulte (2010) 
thus calls for empirical comparisons of seeding strategies 
that use sociometric measures (1e , metrics that capture the 
social position of people) 

In response, we undertake an empirical comparison of 
the success of different seeding strategies for viral market- 
ing campaigns and identify reasons for variations ın these 
levels of success In doing so, we determine whether com- 
panies should care about the seeding of their viral market- 
ing campaigns and why In particular, we study whether 
well-connected people really are more difficult to activate, 
participate more actively 1n viral campaigns, and have more 
influence on their peers than less well-connected people In 
contrast with previous studies that rely on analytical models 
or computer simulations, we derive our results from field 
experiments and from a real-life viral marketing campaign 

We begin this article by presenting literature relevant to 
viral marketing and social contagion theory We introduce 
our theoretical framework, which disentangles the determi- 
nants of social contagion, and present four seeding strate- 
gies Next, we empirically compare the success of these 
seeding strategies 1n two complementary field experiments 
(Studies 1 and 2) that aim at spreading information and 
inducing attitudinal changes Then, we analyze a real-life 
viral marketing campaign designed to increase sales, which 
provides an economic measure of success After we iden- 
tify the determinants of success, we conclude with a discus- 
sion of our research contributions, managerial implications, 
and limitations 
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Theoretical Framework 


When information about an underlying social network 1s 
available, seeding on the basis of this information, as 
typically captured by sociometric data, seems promısıng 
(Van den Bulte 2010) Such a strategy can distinguish three 
types of people “hubs,” who are well-connected people 
with a high number of connections to others, “fringes,” who 
are poorly connected, and "bridges," who connect two oth- 
erwise unconnected parts of the network The sociometric 
measure of degree centrality captures connectedness within 
the local environment (for details, see the Web Appendix at 
http //www marketingpower com/jmnov11), such that high- 
degree-centrality values characterize hubs, whereas low- 
degree-centrahty values mark frınges In contrast, the 
sociometric betweenness centrality measure describes the 
extent to which a person acts as a network 1ntermediary, 
according to the share of shortest communication paths 
that pass through that person (see the Web Appendix) 
Thus, bridges earn high values on betweenness centrality 
measures 


Determinants of Social Contagion 


Following Van der Lans et al (2010), we propose a four- 
determinant model of social contagion to determine the 
success of viral marketing campaigns First, individual 1 
receives a viral message from sender s, who can be either a 
friend or the campaign initiator that makes 1 aware of and 
informed by the message with information probability I, 
Individual 1 then may become active and participate 1n the 
campaign with participation probability P, Given participa- 
tion, individual 1 passes the message to a set of recipients J,, 
where n, 1s the number of recipients (İT,İ = n,), such that xt 
provides a measure of used reach Tbe number of expected 
referrals R, by individual 1, then, 1s the product of the ınfor- 
mation probability (I,), the probability of participating (P,), 
and the used reach (nj) R, =I, x P, x n, 

The conversion rate w, , linearly 1nfluences the number of 
expected successful referrals SR, of individual 1 on recipi- 
ents J (1 € Jj), given by 


Wij 





n 

(1) SR, =I xP, xn x>} 
n 

.v— 


If a sender 1 has the same conversion rate for all recipi- 
ents, such that w,, =w, Vj € J,, the number of expected 
successful referrals can be rewritten as 


(2) SR, ZI, x P, xn, xw, 


All these determinants are a function of 1’s social posi- 
tion, though they also may be influenced by the character- 
istics of the sender s and the conversion rate w, Despite 
the lack of empirical comparisons of seeding strategies for 
viral marketing campaigns, various studies in marketing, 
sociology, and epidemiology have analyzed the influence 
of the social position (captured by sociometric measures) 
on different determinants, such as whether hubs are more 
likely to persuade their peers In Table 1, we summarize 
these findings according to the determinants of information 
probability I,, participation probability P,, used reach n, 
and conversion rate w, 
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TABLE 1 
Previous Research 


cee rn nnn SSS a SSS SS SSS 


Social Position Has Positive Influence on 





Expected 
Expected number of Recommendation 
Reason for Participation Used Number of Conversion Successfull for Optimal 
Studies Context Contagion Probability P, Reach n, Referrals R, Rate vv, SR, Seeding Strategy 
Coleman, Katz, and Product (low risk) A, BU, NP Hub Hub Hub 
Menzel (1966) 
Becker (1970) Product (low risk) A, BU, NP Hub Hub Hub 
Product (high risk) Fringe Fringe Fringe 
Simmel (1950), Porter Messages A Fringe Fringe 
and Donthu (2008) Messages A 
Watts and Dodds (2007) — — Fringe Hub Fringe Fringe Fringe 
Leskovec, Adamic, Product (low risk) A, BU Hub Hub Hub Fringe 
and Huberman (2007) 
Anderson and May Epidemiology A Hub Hub Hub Hub 
(1991), Kemper (1980) Epidemiology A 
Granovetter (1973), Messages A Bridge Bridge Bridge 
Rayport (1996) Messages A 
lyengar, Van den Bulte, Product (high risk) A, BU Hub Hub Hub Hub 
and Valente (2011) 
Study 1 Messages A Controlled v 
Study 2 Messages A v 
Study 3 Product (low risk) A, BU v v v v v 


Empirically 
Tested 
Seeding 
Strategy 


Hub, fringe, bridge 
random 

Hub, fringe, bridge 
random 

Hub, fringe, randor 


Notes A=awareness, BU = belief updating, NP = normative pressure, and |= focal individual Expected number of referrals R,=P, x n, Successful number of referrals SR, =w; x R, 


Effect of social position on information and. partici- 
pation probability A viral marketing campaign aims to 
inform consumers about the viral marketing message and 
to encourage them to participate 1n the campaign by send- 
ing the message to others In investigating the impact 
of social position on information probability, Goldenberg 
et al (2009) indicate that hubs tend to be better informed 
than others because they are exposed to innovations ear- 
lier through their multiple social links In his reanalysis of 
Coleman, Katz, and Menzel’s (1966) medical innovation 
study, Burt (1987) also recognizes that some people expe- 
rience discomfort when peers whose approval they value 
adopt an innovation they have not yet adopted, 1n this case, 
social contagion (reflected 1n a greater probability to partic- 
ipate) results from normative pressure and status consider- 
ations This mechanism could explain why Coleman, Katz, 
and Menzel (1966) find that highly integrated people (e g , 
hubs) are more likely to adopt an 1nnovation early than are 
more isolated people 

However, 1n some cases, hubs do not adopt innovations 
first (Becker 1970), such as when the innovation does not 
suit the hub’s opinion, which may mean that adoption 
occurs first at the fringes of the network (Iyengar, Van den 
Bulte, and Valente 2011) Another potential explanation of 
hubs’ lower participation probability stems from informa- 
tion overload effects Because hubs are exposed to so many 
contacts, they possess a wealth of information and thus 
might be more difficult to activate (Porter and Donthu 2008, 
Simmel 1950) or less likely to participate 1n viral marketing 
campaigns Overall, information and participation proba- 
bilities remain difficult to disentangle, for the purposes of 
thus study, we assume that all receivers of viral marketing 
messages are aware of them This assumption 1s likely to 
hold for our three empirical studies, and our main findings 
remain unchanged even when it does not The only differ- 
ence 1s that the participation probability would also capture 
the probability that a person 1s informed (and thus aware) 
of the viral marketing campaign 


Effect of social position on used reach Epidemiology 
studies indicate that hub constellations foster the spread of 
diseases (Anderson and May 1991, Kemper 1980), which 
suggests 1n parallel that hubs should be more attractive for 
seeding viral marketing campaigns However, it 1s unclear 
whether hubs actively and purposefully make use of their 
potential reach The deliberate use of reach 1s a com- 
mon assumption, and yet only Leskovec, Adamıc, and 
Huberman (2007) actually confirm that hubs send more 
messages Furthermore, their definition of hubs relies on 
messaging behavior, such that it cannot offer generaliz- 
able evidence of the assumption that hubs actively use their 
greater reach potential 

In contrast, we anticipate that individual 1’s used reach 
(first generation), added to the used reach of successive 
generations that originate from 1’s initial direct reach (sec- 
ond and further generations), which we call 1’s “influence 
domain” (Lin 1976), depends on the number of others who 
already have received the message In this setting, bridges 
are advantageous because they can forward the message to 
different parts of the network (Granovetter 1973) that have 
not yet been infected with the viral campaign 
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Effect of social position on conversion rate A person's 
social position might also indicate the degree of persua- 
siveness, as measured by the conversion rate—namely, the 
share of referrals that lead to successful referrals Iyengar, 
Van den Bulte, and Valente (2011) find that hubs are more 
likely to be heavy users and that, therefore, their influ- 
ence 1s more effective, because they act ın accordance with 
their own recommendations (e g , by making heavy use of 
the innovation) Leskovec, Adamic, and Huberman (2007) 
find that the success rate per recommendation decreases 
with the number of recommendations made, which implies 
that people have 1nfluence over a limited number of friends 
but not over everybody they know This result indicates 
that the conversion rate decreases when hubs use their full 
reach potential, though 1t does not preclude the notion that 
hubs instead might select relevant subsets of recipients from 
among their peers and thus achieve high conversion rates 
Thus, the effect of social position on the conversion rate 
remains unclear Goldenberg et al (2009) still make what 
they call the conservative assumption that hubs are not more 
persuasive than others, though without empirical support 


Seeding Strategies 


As our review ın Table 1 shows, little consensus exists 
regarding recommendations for optimal seeding strategies 
Four studies recommend seeding hubs, three recommend 
fringes, and one recommends bridges We analyze these 
discrepant recommendations ın turn 

If at least one of the determinants I, P,, n, or w, 1n- 
creases with the connectivity of the sender 1, and the 
remaining determinants are not correlated with higher con- 
nectivity, hubs should be the targets of initial seeding 
efforts, because they spread viral information best—as ındı- 
cated in Hanaki et al (2007), Van den Bulte and Joshi 
(2007), and Kiss and Bichler (2008) Using hubs as initial 
seeding points implies a “high-degree seeding" strategy 

In contrast, Watts and Dodds's (2007) computer sim- 
ulations of interpersonal influence indicate that targeting 
well-connected hubs to maximize the spread of information 
works only under certain conditions and may be the excep- 
tion rather than the rule They propose instead that a critical 
mass of influenceable people, rather than particularly influ- 
ential people, drives cascades of influence The impact on 
triggering critical mass 1s not even proportional to the num- 
ber of people who hubs directly influence, rather, according 
to Dodds and Watts (2004), the people most easily influ- 
enced have the highest impact on the diffusion Moreover, 1f 
hubs suffer from information overload because of their cen- 
tral position 1n the social network (Porter and Donthu 2008, 
Simmel 1950), they must filter or validate the vast amount 
of information they recerve, such that they may be less 
susceptible to information received from anyone outside 
their trusted network In their analytical model, Galeotti 
and Goyal (2009) propose targeting low-degree members 
instead, on the fringe of the network, 1f the probability of 
adopting a product increases with the absolute number of 
adopting neighbors Sundararajan (2006) similarly suggests 
seeding the fringes rather than the hubs, which we refer to 
as a “lovv-degree seeding” strategy 

When analyses focus on the influence domain, encom- 
passing referrals beyond the first generation, it also 
becomes necessary to consider centrality beyond the local 


environment Bridges who connect otherwise separated 
subnetworks have vast influence domains, such that seeding 
them might enable information to diffuse throughout parts 
of the network and prevent a viral message from simply 
circulating ın an already infected, highly clustered subnet- 
work Accordingly, Rayport (1996) recommends exploiting 
the strength of weak ties (1e, bridges, Granovetter 1973) 
to spread a marketing virus From an opposite perspective, 
Watts (2004) similarly recommends eliminating bridges to 
prevent epidemics We thus refer to the 1dea of seeding 
bridges as a “high-betweenness seeding” strategy 

Finally, if there 1s no correlation between social position 
and the determinants 1, P,, n, and w, or if the opposing 
influences of the determinants nullify one another, there 
should be no differences across the proposed strategies or 
a random targeting We also test this "random seeding" 
strategy, which further serves as a benchmark situation in 
which no information about the social network 1s available 


Method 


We use three studies to empirically compare the success of 
seeding strategies and identify which of the determinants are 
influenced by the people’s social position Our three studies 
encompass two types of settings that are particularly rele- 
vant for viral marketing First, viral marketing campaigns 
primarily aim to spread information, create awareness, 
and improve brand perceptions, which are noneconomic 
goals Second, other campaigns attempt to increase sales 
through mutual information exchanges between adopters 
and prospective adopters, to trigger belief updating, such 
that we can use an economic measure of success 

These goals map well onto the classification that Van den 
Bulte and Wuyts (2007) provide to describe five reasons 
for social contagion, the first two of which are especially 
relevant for viral marketing campaigns First, people may 
become aware of the existence of an innovation through 
WOM provided by previous adopters 1n a simple informa- 
tion transfer Second, people may update their beliefs about 
the benefits and costs of a product or service Third, social 
contagion may occur through normative pressures, such 
that people experience discomfort when they do not com- 
ply with the expectations of their peer group Fourth, social 
contagion can be based on status considerations and com- 
petitive concerns (1e , the level of competitiveness between 
two people) Fifth, complementary network effects might 
cause social contagion, 1n which the benefit of using a prod- 
uct or service increases with the number of users 

To examine both types of viral marketing campaigns, we 
conduct two experimental studies (Studies 1 and 2) that 
simulate viral marketing campaigns in which social con- 
tagion mainly involves simple information transfers and 
results in greater awareness as a noneconomic measure of 
success The aim ıs to compare the success of different 
seeding strategies In Study 3, we examine a viral mar- 
keting campaign in which social contagion relies on belief 
updating and results ın sales (1e , economic measure) In 
Table 2, we summarize the complementary setup of the 
three studies, which helps us overcome some individual 
limitations of each study 


Experimental Comparison of Seeding Strategies 


In Studies 1 and 2, we compare the success of our four 
seeding strategies in different conditions and confirm the 
robustness of the results across different settings Trusov, 
Bodapati, and Bucklin (2010) point out the neccessity to 
conduct such experiments In analyzing data from a major 
social networking site, they find that only approximately 
one-fifth of a user’s friends actually influence that user’s 
activity on the site However, they cannot discern how 
responsive the “top influencers” are or whether marketers 
should use information about underlying social networks to 
seed their viral marketing campaigns Therefore, they call 
for further research that uses straightforward field exper- 
iments Because such experiments can help identify best- 
practice strategies, we compare the four seeding strategies 
in two small-scale field experiments 


Study 1 Comparison of seeding strategies in a controlled 
setting We begin with a controlled setup to ensure internal 
validity and control for willingness to actively participate P, 
(see Table 1) We recruited 120 students from a German 
university The recruitment and commitment processes 
ensured relatively similar participants in terms of com- 
munication activity across treatments because all of them 
expressed a willingness to contribute actively Therefore, 
we expect minimal variation in activity levels, compared 
with a study 1n which respondents are unaware of their par- 
ticipation or do not come into direct contact with the exper- 
imenter A prerequisite for participation was maintaining 
an account on a specified online social networking plat- 
form (similar to Facebook) Using proprietary software, we 
automatically gathered each participant’s friends list from 
the platform and then applied an event-based approach 
to specify boundaries, such that we discarded all links 
to friends who did not participate in the experiment 
The software Pajek calculated the sociometric measures 
(degree centrality and betweenness centrality, see the Web 
Appendix at http //www marketingpower com/]mnov11) for 
each participant 

The social network thus generated consisted of 120 
nodes (1e, participants) with 270 edges (1e, friendship 
relations) Degree centrality ranged from 1 to 17, with a 
mean of 4 463 and a standard deviation of 3 362 In other 
words, the participants had slightly more than four friends 
each, on average, 1n the respective, bounded social network 
The correlation ( 592, p « 01) between the degree central- 
ity 1n this small, bounded network created by the artificial 
boundary specification strategy (using the criteria “partıc- 
ipation in experiment”) and the degree centrality of the 
entire network hosted by this social networking platform 
(6 2 million unique users, November 2009) ıs striking It 
also supports Costenbader and Valente's (2003) claim that 
some centrality metrics are relatively robust across differ- 
ent network boundarıes That 1s, the boundary we applied 
does not appear to bias degree centrality, even for a sub 
sample that comprises as little as 002% of the entire social 
network The betweenness centrality ranged from 0 to 320, 
with a standard deviation of 053 

We used these sociometric measures to implement our 
four seeding strategies The seeding relied on the mes- 
sage function of the social networking platform, such that 
we sent unique tokens of information to a varying subset 
of participants (the total population remained unchanged 
throughout this experiment) and traced the contagion pro- 
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TABLE 2 
Summary of Studies 


Study 1 


Four seeding strategies 
eHigh degree (HD) 
eLow degree (LD) 
eHigh betweenness (HB) 
eRandom (control) 


Awareness (advertisement) 


Seeding strategies 


Social contagion through 


Extrinsic motivation for 
sharing (experimental 
remuneration) 


10% of network size 
20% of network size 


Motivation 


Seeding size 


Seeding timing Sequential 

Social network 120 nodes (small network), 
270 edges 

Number of treatments 16=4x2x2 


Number of replications 2 (4 treatments missing) 


Number of experimental 
settings 28 


Boundary of network Artificial 


Test of causality, strong 
control due to experimental 
setup, Identification of 
Individual behavior due to 
specific IDs 


Repeated measures due to 
sequential timing, artificial 
scenario 


Design strengths 


Design weaknesses 


Specific finding HD and HB are comparable 
and outperform random by 
+39%-52% and LD by 


factor 7-8 


Study 2 


Four seeding strategies 
eHigh degree (HD) 
eLow degree (LD) 
eHigh betweenness (HB) 
eRandom (control) 


Awareness (advertisement) 


Intrinsic motivation (funny 
video about university) 


7% of network size 


Parallel 


1380 nodes (medium-sized 
network), 4052 edges 


4 
1 


4 
Natural 


Test of causality, realistic 
Scenario 


Potential interaction between 
treatments, activity level of 
individuals not controlled for, 
individuals cannot be 
identified 


HD and HB are comparable 
and outperform random by 
+60% and LD by factor 3 


Study 3 


Three seeding strategies 
eHigh degree (HD) 
eLow degree (LD) 
eHandom 


Belief updating (service 
referral) 

Extrinsic motivation for 
sharing (additional airtime for 
referral) 


Entire network 


208,829 nodes (very large 
network), 7,786,019 edges 


Natural 


Large real-world network 
based on firm data, 
identification of determinants 


Missing edges between 
noncustomers (HB could not 
be tested), causality cannot 
be tested 


HD outperforms random by 
factor 2 and LD by factor 8—9 


A 0 0 ———..——  ——————- 


cess These tokens were to be shared by initial recipients 
with friends, who in turn were to spread them further All 
receivers were asked to enter the tokens on a website that 
we created for this purpose, along with details about from 
whom they received these tokens (called the “referrer”) 
Because each participant was provided with unique login 
information for this website, we could observe the number 
of tokens entered on the website (and thus the number of 
successful referrals SR,) by each individual 1 for each of 
the seeding strategies Furthermore, we could distinguish 
whether the recipient received the tokens directly from the 
experimenter (“Seeded by Experimenter") or through viral 
spreading from friends We prohibited and did not observe 
the use of forums or mailing lists to spread the tokens 
The experiment used a 4 x 2 x 2 full-factorial design 
Following the strategies we defined previously, we seeded 
the tokens every few days to hubs (high-degree seeding), 
fringes (low-degree seeding), bndges (high-betweenness 
seeding), or a random set of participants We varied the 
number of initial seeds, such that the tokens were sent 
to either 12 (10%) or 24 (20%) of the 120 participants 
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We also varied the payment levels for successful refer- 
rals to account for the potential effects of extrinsic moti- 
vation (incentive for sharing yes/no) When they received 
no incentive for sharing, participants earned remuneration 
only if they correctly entered the secret token (~ 40 EUR 
per token, for detailed instructions, see the Web Appendix 
at http //www marketingpower com/jmnov11) In contrast, 
under the incentives-for-sharing condition, they received 
an additional monetary reward when they were named 
as a referrer (25 EUR per correctly entered token and 
20 EUR per referral, for detailed instructions, see the 
Web Appendix) 

Therefore, we systematically varied the 4 x 2 x 2— 16 dif- 
ferent treatments, with two replications per treatment The 
limitations of the social networking platform's messaging 
system prevented us from replicating four specific treat- 
ments, so we obtained a total of 28 experimental settings 
(the potential maximum was 4 x 2 x 2 x 2=32 experimen- 
tal settings) Although we systematically varied the treat- 
ments, we placed the low-incentive-for-sharing before the 
high-incentive-for-sharing settings to avoid confusing par- 
ticipants with different incentive instructions We always 


seeded one token and then captured all responses two 
weeks after the seeding 

Overall, 55% of the participants actively spread or 
entered unique tokens, resulting in 1155 responses The 
average number of tokens spread per experimental set- 
ting was 41 25, with a standard deviation of 1921 To 
compare the success of the strategies, we use a random- 
effects logistic regression analysis that accounts for 1ndivid- 
ual behavioral differences according to each participant's 
responsiveness in each experimental setting We use the 
number of correctly entered tokens as a dependent variable, 
which can be 1 if the token was correctly reported and 0 if 
otherwise With 120 participants and 28 experimental set- 
tings, we obtained 3360 observations As the independent 
variables, we included dummy-coded treatment variables 
that reflect our full-factorial design, as we detail in Table 3 

The model achieves a pseudo R-square of 155% 
The proportion of unexplained variance accounted for by 
subject-specific differences due to unobserved influences, 
labeled p, 1s greater than 90% Compared with random 
seeding, the high-degree seeding strategy yields a much 
higher likelihood of response (odds ratio= 1 53) that is sım- 
ular to the high-betweenness seeding strategy (odds ratio = 
1 39) In contrast, the low-degree seeding strategy dramatı- 
cally decreases the likelihood of response (odds ratio= 19) 

Our treatment vanable, high seeding (dummy coded 
as 0 — 12 seeds and 1 — 24 seeds), positively influences 
response likelihood Furthermore, the type of incentive 
offered drives the high odds ratio estimate, which might 
explain why extrinsic motivation 1n the form of monetary 
incentives 1s popular for viral marketing (eg, recruit-a- 
friend campaigns offering rewards such as price discounts 
or coupons for successful referrers, Bryalogorsky, Gerstner, 
and Libai 2001) Finally, the participants who received the 
token from the experımenter (“seeded by experimenter’) 
exhibited a higher response likelihood, which 1s not surpris- 
ing because the information probability in this case equals 1 


TABLE 3 
Individual Probability to Respond (i.e., Entering 
the Correct Token at Experimental Website 
[Random Effects Logit Model, Study 1]) 








Variable Odds Ratio SE 

Seeding Strategy 
Low degree 19*** 04 
High betweenness 1 39* 28 
High degree 1 53** 31 
High seeding 1 89"* 28 
High incentives 38 11*** 26 07 
Seeded by experimenter 14 36*** 3 74 

Random coefficient: User ID 
In(82) 3 36 17 
Su 5 36 46 
P 90 02 
R? (pseudo) 16 
N 3360 

*p« 1 

“pe 05 

“pe 01 


Notes Two-tailed significance levels ns — not significant Refer- 
ence category “random” seeding strategy, “low seeding,”“no 
incentives,” and “was not seeded by experimenter” 


To compare the various seeding strategies directly, we 
also varied the contrast specifications but left the rest of 
the model unchanged, which produced the conditional odds 
ratio matrix ın Table 4 As Table 4 ındıcates, both high- 
degree and high-betweenness seeding increase response 
likelihood, in contrast with the random seeding strategy, by 
3970-5370 Compared with the low-degree seeding strategy 
(second column of Table 4), all other strategies are five 
to eight times more successful However, a comparison of 
the two most successful seeding strategies, high between- 
ness and high degree, does not yield significant differences 
This result has key 1mplications for marketing practice, in 
that degree centrality as a local measure 1s much easier to 
compute than betweenness centrality, which requires ınfor- 
mation about the structure of the entire network 

In summary, we find that the low-degree seeding strategy 
1s inferior to the other three seeding strategies and that both 
high-betweenness and high-degree seeding outperform the 
random seeding strategy but yield comparable results How- 
ever, we also acknowledge that this experiment might suf- 
fer from sequential effects, which would limit the validity 
of our separate analysis of each experimental setting The 
behavior of a respondent ın one experimental setting might 
be influenced by his or her experience 1n prior experimen- 
tal settings This problem 1s driven by the limited number 
of participants 1n our experiment Therefore, in Study 2 we 
include more participants and avoid sequential effects by 
implementing the four seeding strategies simultaneously 


Study 2 Comparison of seeding strategies in a field set- 
ting In a second field experiment, we focused on the entire 
online social network of all students enrolled in the MBA 
program at the same university as in Study 1 Thus, the 
network boundary 1s defined by participation in the pro- 
gram We collected contact information for 1380 students 
(1380 nodes, 4052 edges) by crawling the same social net- 
working platform to collect information on friendships, and 
we then calculated the sociometric measures as ın Study 1 





TABLE 4 
Conditional Odds Ratios of Seeding Strategies 
(Study 1) 
Low High High 
Degree Random Betweenness Degree 
Low degree — 19*** 1g" le 
Random 5 37*** — 72* 65" 
High 
betweenness 747** 139" — 9175 
High degree 8 19” 153“ 1 10"5 = 
"pc 1 
**p « 05 
"pe 01 


Notes Two-tailed significance levels n s = not significant. Read the 
second column as follows The odds that a person reacts 
to the strategy of random seeding is 5 37 times as large as 
that for low-degree seeding, 7 47 times as large in the strat- 
egy of high-betweenness seeding as for low-degree seeding, 
and 8 19 times as large in the strategy of high-degree seed- 
ing as for low-degree seeding The conditional odds ratio 
of the two seeding strategies relate inversely For example, 
the odds ratios of random and low degree relate as follows 

1921/537 
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The mean degree centrality (standard deviation) 1s 5 872 
(7 318) Study 2 also reveals a high and significant cor- 
relation between degree centrality in the bounded network 
(1380 MBA students at the university) and degree central- 
ity in the entire network of the social networking platform 
(6 2 million unique users in November 2009) The Pearson 
correlation of 824 (p « 001) thus suggests that the num- 
ber of friends reported 1s also a good indicator of degree 
centrality 1n abounded network 

As a proxy for the level of activity, we also used the 
time since the last profile update in Study 2 We acquired 
information about 849 update time stamps (we could not 
access 531 due to the privacy restrictions set by users) On 
average, users updated their profile 25 7 weeks ago (Mdn = 
15 0), and we observed a weak but significant correlation 
between degree centrality and time (1n weeks) since the last 
profile update (r = — 192, p< 01) We also observed a cor- 
relation between betweenness centrahty and time since the 
last profile update (r — — 154, p< 01) These negative cor- 
relation simply that participants who updated their profiles 
more recently (and probably update them more frequently) 
are also more central 1n the social network In other words, 
activity correlates with centrality and may be an additional 
determinant of the viral spread of information 1n this set- 
ting In terms of gender (805 male, 569 female, and 6 mıss- 
ing observations), male participants were more central, such 
that the average female participant had 92 fewer connec- 
tions than the average male (p « 05) However, this gender 
difference becomes insignificant if we control for activity 

The experimental setup for Study 2 was somewhat differ- 
ent First, the four treatment groups (hubs, bridges, fringes, 
or random sample) were all seeded on the same day Sec- 
ond, we eliminated the incentive variation, such that we 
did not use extrinsic monetary incentives to stimulate par- 
ticipation Third, we did not vary the seeding size and 
sent a reminder out to the initial seeds seven days after 
the initial seeding The seeding included 95 participants 1n 
each of the four treatments (70 on Day 1, 25 on Day 2), 
or 7% of the total network (which 1s 1n line with Jain, 
Mahajan, and Muller 1995) The seed message contained a 


unique URL for a website with a funny video that we pro- 
duced about the participants’ university (the landing page 
and video were identical for all treatments) By producing 
a new video specifically for this second field experiment, 
we ensured that the viral marketing stimulus (1e , content) 
was unknown to all participants Furthermore, we predicted 
that the link to the video would be distributed preferen- 
tially to fellow students (from which we obtained mutual 
online social network relationships), rather than to others 
outside the university's social network In other words, the 
social network for Study 2 should represent a coherent, 
self-contained social community One MBA student served 
as the initiator who seeded the message to others, accord- 
ing to the chosen seeding strategy In addition to the link 
to the particular entry page, the message indicated that the 
addressees could find a funny video about the university 
that had just been created by the initiator 

We tracked website visits for the entry pages and video 
download pages of the four sites (one for each strategy) 
for 19 days Figure 1 compares the success of the seed- 
ing strategies The rank order with respect to their suc- 
cess, across both dependent variables, 1s consistent with 
the results from our first experiment That 1s, high-degree 
and high-betweenness seeding clearly outperform both low- 
degree and random seeding For example, in terms of 
videos watched, the high-degree seeding strategy yielded 
more than twice the number of responses than did ran- 
dom seeding Information about social position thus made 
it possible to more than double the number of responses 

We also estimated two random-effects linear models (one 
for the entry page, one for the video page) 1n which we 
treated each of the 19 days as a unit of observation, for 
which we have four observations The dependent variable 
is thus the number of unique visits for the entry page and 
the number of unique video requests from the video page 
We included the seeding and reseeding (reminder) days as 
dummy variables and added another dummy variable to 
account for weekends The seeding strategies also are coded 
as dummy variables, and the experimental day 1s a unit 
specific random coefficient Table 5 illustrates the results 


FIGURE 1 
Development of the Number of Unique Visits Over Time (Study 2) 
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TABLE 5 
Number of Visits per Day (Random Effects Model, Study 2) 








Entry Page Video Page 
Unique Visits Unique Visits 

Variable Coefficient SE Coefficient SE 
High-degree seeding 2 263”” 766 1 623*** 547 
High-betweenness seeding 2 158*** 766 1211" 547 
Random seeding 947^$ 766 263^5 547 
Seeding day or reseeding 7 128*** 1276 4 005*** 727 
Weekend —1 026"5 1 569 — 636"5 794 
Intercept — 127"5 911 — 07875 524 
Random Coefficient: Experimental Day 

Se 2 375 1 642 

P 519 290 

R? (overall) 475 436 
"p< 1 
"pe 05 
p< 01 


Notes Two-tailed significance levels ns —not significant Reference categories "low-degree seeding” and “weekdays” and “no seeding day" 


The models for both the entry and video pages are highly 
significant, with explained overall variances (adjusted R?) 
of 475% and 436% The results ın Figure 1 confirm our 
previous observations High-degree and high-betweenness 
seeding yield comparable results and are three times more 
successful than low-degree seeding and 60% more success- 
ful than random seeding Days with seeding or reseeding 
activities yield more unique visits Responsiveness declined 
on weekends (albeit insignificantly), perhaps due to the 
overall higher level of online activity by these students on 
weekdays 

In summary, Study 2 supports our findings from Study 1 
that seeding to hubs and bridges 1s preferable to seeding 
to fringes However, we also note the potential for interac- 
tions among the activities associated with the four seeding 
strategies 1n Study 2 For example, a participant might have 
watched the video after receiving a message from seeding 
strategy A and then receive a nearly identical message from 
seeding strategy B, in which case this participant is unlikely 
to click the link again to watch the same video Thus, 
seeding strategies that foster faster diffusion may have an 
advantage that could bias the result and lead to over estima- 
tions of the success of high-degree and high-betweenness 
seeding ın contrast with random and low-degree seeding 
However, 1n Study 1, such crossings were not possible as a 
result of the sequential timing, and the results remained the 
same Neither Study 1 nor Study 2 1dentifies the reasons for 
the superiority of specific seeding strategies In addition, 
we cannot distinguish between first- and second-generation 
referrals We address these shortcomings 1n Study 3 


Comparison of the Effect of Seeding Strategies 
on the Determinants of Social Contagion in a 
Real-Life Viral Marketing Campaign (Study 3) 


For Study 3, a mobile phone service provider stimulated 
referrals (through text messages) to attract new customers 
The provider tracked all referrals, so we can compare the 
economic success of different seeding strategies and ana- 
lyze the influence of the corresponding sociometric mea- 
sures on all determinants of social contagion (Table 1) in 
a real-life setting This helps us identify the reasons for 


any differences Thus, Study 3 enables us to decompose 
the effect of the different determinants that drive the social 
contagion process, including participation probability P,, 
the used reach n,, the mean conversion rate w, of all refer- 
rals made by 1on the expected number of referrals R,, and 
the expected number of successful referrals SR, The viral 
marketing campaign of the mobile phone service provider 
featured text messages sent to the entire customer base 
(n = 208,829 customers), promising a 50% higher reward 
than the regular bonus of € 10 worth of airtime for each 
new customer referred 1n the next month In total, 4549 cus- 
tomers participated in the campaign, initiating 6392 first- 
generation referrals, which was a 50% increase over the 
average number of referrals We anticipate that social con- 
tagion works through belief updating, as prospective cus- 
tomers talk to adopters about the product Furthermore, in 
Becker’s (1970) terms, we classify this product as a low- 
risk offering (cf trials of untested drugs) 

Our analysis of the social contagion process 1s based on a 
rich data set, each referral activity was logged 1n the online 
referral system of the company, because customers had to 
initiate the referral messages to friends online Successful 
referrals were confirmed during the registration process of 
the new customers, who had to identify their referrer to tng- 
ger the payment of the referral premium Thus, we gathered 
information about whether customers acted on the stimulus 
of the referral, captured by the variable program partıcı- 
pation P,, as well as the number of referrals R, and the 
number of successful referrals SR, The mean conversion 
rate per referrer vv, can be inferred from a comparison of 
R, and SR, We used individual-level communication data 
and the number of text messages to others to calculate the 
(external) degree centrahty (In total, we evaluated more 
than 100 million connections !) We assumed tbat any tele- 
phone call or text message between people (1ndependent of 
the direction) reflected social ties Thus, degree centrality 


‘All individual-level data were made anonymous with a multi- 
stage encryption process, undertaken by the firm before the anal- 
ysis At no point was any sensitive customer information, such as 
names or telephone numbers, disclosed 
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equals a count of the total number of unique communica- 
tion relationships However, the service can only be referred 
to current non customers, so the degree centrality metric 
accounts only for ties that customers had to people outside 
the service network at the beginning of the viral market- 
ing campaign, which makes it a form of external degree 
centrality We lacked information about the relationships 
of people who were not customers, so we could not mea- 
sure betweenness centrality and test the high-betweenness 
seeding strategy 1n Study 3 

We used the following customer characteristics as covari- 
ates demographic information including age (in years) and 
gender (1 female, and 0 = male), service-specific charac- 
teristics, such as customer tenure (1e , length of the rela- 
tionship with the company 1n months), and the tariff plan 
We operationalized the tariff plan with a dichotomous vari- 
able to indicate whether the customer chose a commu- 
nity tariff (=1, mcluding a reduced per-minute price for 
calls within the network) or a one-price tariff (<0) Fur- 
thermore, we used two measures of customers’ trust in the 
service payment type (dichotomous variable automatic = 
1, and manual = 0) and refill policy (dichotomous variable 
automatic = 1, and manual = 0) In the case of automatic 
payment and refill, customers provided credit card details to 
the service provider Finally, we included information about 
the acquisition channel for each customer (1 = offline/retail, 
and 0 — online) As additional controls, we include ınfor- 
mation on the individual service usage of the customer, 
namely, average monthly airtime (in minutes) and monthly 
short message service (SMS)—that 1s, the average monthly 
number of SMS sent by a customer 

Our model reflects the two-stage process for each par- 
ticipant, who first decides whether to participate (P,) and 
then chooses to what extent to participate (n,) A specific 
characteristic of the first stage 1s the relatively large share 
of zeros (1 € , nonpartıcıpants), whereas observed values for 
the second stage are count measures and highly skewed 
This data structure requires specific two-stage regression 
models either inflation models, such as the zero-inflated 
Poisson (ZIP) regression (Lambert 1992), or hurdle models, 
such as the Poisson-logit hurdle regression (PLHR) model 
(Mullahy 1986) We use a PLHR model, which combines 
a logit model to account for the participation decision and 
a zero-truncated Poisson regression to analyze the actual 
outcomes of participation (e g , number of successful refer- 
rals)? In our PLHR specification, the binary variable P, 
indicates whether individual 1 participates in the referral 
program (hurdle or logit model) In addition, Used Reach n, 
indicates how many referrals the individual 1 initiates, con- 
ditional on the decision to participate (P,=1) As an exten- 
sion, Converted Reach CR = (n, x w,) indicates how many 
successful referrals individual 1 initiates, again conditional 
on the decision to participate Note that Used Reach n, 
and Converted Reach CR, are equivalent to Referrals R, 
and Successful Referrals SR,, respectively, conditional on 
a program participation probability P, =1 These variables 


2We choose PLHR over ZIP because the logit stage of the former 
ıs designed to determine what leads to participation (1e , 1denti- 
fying referrers, in which we are interested), whereas the inflation 
stage of ZIP tries to detect “sure zeros” (1€ , nonparticipants) 
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provide the dependent variables 1n the Poisson regression 
of our PLHR specification 

Let P* be the latent variable related to P,, nf be the 
censored variable related to n,, and CR* = (n* x w,)* be 
the censored vanable related to CR = (n* x w,) Together 
with the explanatory variable of (external) degree centrality 
and the covariates (age, gender, payment type, refill policy, 
acquisition channel, and customer tenure), the PLHR can 
be specified as follows 


1 if P*>0 
(3) P, x t otherwise where P E Bpo: + Bp, x Xpy + Ep, 
n* if P*>0 
(4) n= le 5 where n; 2 Bugo;* Bug X Xury t £u: 


and 


(n,xw,)* if CR? 50 
0 otherwise, 


(5) CR=(n,xw,) = | 
where (n, x w,)" = Boro. + Bor, X Xcry + Seni 


Thus, X, contains the explanatory variables j (1e, degree 
centrality and the covariates) and the error terms €p, SUR, 
and &çg,, which represent unobserved influences on partici- 
pation probability, used reach, and the number of successful 
referrals 


Seeding strategies in first-generation models In a first 
step, we restricted our analysis to first-generation models, 
we only considered referrals directly initiated by customers 
who received the seeding stimulus during the viral mar- 
keting campaign Table 6 contains the parameter estimates 
of the PHLR model The results can be interpreted 1n two 
stages first, what drives the participation of seeded cus- 
tomers 1n the viral marketing campaign (logit component = 
LC) and, second, among these participants, what 1nfluences 
the number of referrals and successful referrals (Poisson 
component = PC) With regard to the covariates’ impact 
on program participation, we find significant effects of the 
demographic variables gender (BİT — — 2171, p< 01) and 
age (BİS — — 0209, p< 01), indicating that male and older 
customers are more likely to participate, as are customers 
with short customer tenures who have just recently adopted 
the service (Bs — — 0016, p< 01) The latter finding aligns 
with cognitive dissonance theory, in that these customers 
might communicate shortly after their purchase decision 
to reduce dissonance (Festinger 1957) Furthermore, we 
found that customers acquired online are more strongly 
engaged in the (online-based) referral program than cus- 
tomers acquired through the retail channel (BEC = — 9843, 
p< 01) A one-price tariff seems easier to communicate, 
seeded customers with that tariff option are more likely to 
participate in the referral program (875 — — 1433, p< 01) 
With regard to the usage covariates, we find positive and 
significant values for monthly airtime (B1 = 0007, p< 01) 
and monthly SMS (BİÇ. = 0010, p< 01) The influences 
of most covanates are comparable between the logit and 
Poisson regression stages, except the acquisition channel, 
in that retail customers are less likely to participate in the 
program, but if they do, they exhibit significantly greater 


activity than online customers (BES, = 7388,p « 01) The 
same applies to the usage covariates Here, monthly arr- 
time (Bİ = — 0007, p < 1) and monthly SMS (fit. = 
— 0018, p< 01) show negative effects on participation 
However, the influence of (external) degree centrality 
varies between the stages of the model In the logit regres- 
sion stage, degree centrality has a positive and significant 
influence on the likelihood to participate P, in the refer- 
ral program (BİÇ = 0032, p< 01) Confirming the results 
of Studies 1 and 2, this finding shows that customers with 
high degree centrality are more likely to participate than 
those with low degree centrality (average degree central- 
ity of participants = 45 3 vs nonparticipants = 36 5) How- 
ever, in the Poisson regression stage that analyzes only 
the group of active referrers, the effect of degree central- 
ity is mixed We find a significant, positive effect on used 
reach (Bj. = 0012, p< 01), such that customers with high- 
degree centrality are not only more likely to participate but 
also more active when participating in the viral marketing 
campaign However, we find no significant effect of degree 


centrality on the referral success of active referrers (BIG, = 
— 0002, n s) 

This result 1s further confirmed when we analyze the 
mean conversion rate of referrals per referrer w, = CR,/n* 
(see Table 7) Again, we do not find a significant effect 
of degree centrality for active referrers (B,,, = 0001,n s) 
Thus, our results offer no support for the assumption that 
participating central customers are more persuasive refer- 
rers or better selectors of potential referral targets 

Next, considering that viral marketing campaigns can 
be costly, we attempt to 1dentify customers who are most 
likely to participate and generate (successful) referrals We 
use the estimated participation probability calculated from 
the results of the selection model (see Table 6, “Logit Com- 
ponent") to group the full customer base 1nto cohorts and 
then compare these cohorts according to their observed par- 
ticipation, referral, and conversion rates and degree cen- 
trality (see Table 8) The top 5000 cohort corresponds to 
a high-degree and the bottom 5000 cohort to a low-degree 
seeding strategy, the results 1n the "Average" column cor- 
respond to random seeding 


TABLE 6 
Determinants of Number of Referrals, Number of Successful Referrals, and Influence Domain 
(Poisson-Logit Hurdle Regression Models, Study 3) 





Converted Reach Conditional Influence 








Used Reach n* CR = (n*w)* Domain ID, 
Variable Coefficient SE Coefficient SE Coefficient SE 
Logit Component 
Degree centrality B4 0022*** 0003 0021*** 0004 0021*** 0004 
Covariates 
Gender Bo — 2287”” 0318 — 2527*** 0337 — 2527”” 0337 
Age Bs — 0202*** 0013 — 0190*** 0014 — 0189*** 0014 
Payment type Ba 0913** 0389 0668" 5 0412 0668"5 0412 
Refill policy Bs — 0122" ° 0376 0174"° 0396 0174" ° 0396 
Acquisition channel Bs — 9848*** 0506 —1 0535*** 0545 —1 0530*** 0545 
Tariff plan By — 1371””“ 0395 — 1253*** 0419 — 1253*** 0420 
Customer tenure Bg — 0016*** 0001 — 0016*** 0001 — 0016*** 0001 
Monthly airtime Bo 0007*** 0002 0007*** 0002 0007*** 0002 
Monthly SMS B10 0010*** 0002 0009*** 0002 0010*** 0002 
Intercept —2 3825** 0727 —2 534*** 0770 —2 5841"* 0770 
Poisson Component 
Degree centrality Bı 0026*** 0006 0001" 0033 — 0025*** 0007 
Covariates 
Gender Bo — 1539*"* 0519 — 1177"5 2206 — 3323”” 0496 
Age Ba — 0098*** 0020 — 0104"5 0087 — 0112*** 0019 
Payment type Ba — 3908"* 0581 — 1807"5 2492 — 1379” 0544 
Refill policy Bs — 3417*** 0761 — 1369^$ 2819 00337? $ 0608 
Acquisition channel Be 7408"* 0561 5902** 2592 6273"* 0548 
Tariff plan - —1 0740"** 0473 —1 1426*** 2067 — 5322*** 0466 
Customer tenure Bg — 0007*** 0002 — 000775 0007 — 0013*** 0001 
Monthly airtime Bg — 0007* 0004. — 0000" $ 0000 0000" 5 0003 
Monthiy SMS Bio — 0018*** 0005 — 0001" ° 0019 00057 5 0004 
İntercept 9811** 0941 —1 4633*** 4181 1 1008*** 0905 
Log-likelihood value —25,163 —19,850 —23,723 
BIC 50,596 39,969 47,714 
N 208,829 
*p< 1 
"p< 05 
"pe 01 


Notes Two-tailed significance levels ns = not significant 
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TABLE 7 
Determinants of Conversion Rates, Active 
Referrers (Poisson Regression, Study 3) 


Poisson Regression Model 
Conversion w = CR/n* 


Variable Coefficient SE 

Degree centrality B, — 0001"5 0004 

Covariates 
Gender Bo 0788** 0350 
Age B3 0047*** 0015 
Payment type B, 1104*** 0431 
Refill policy Bs 1079*** 0409 
Acquisition channel Bg — 4951*** 0616 
Tariff plan pz 4638*** 0472 
Customer tenure Bs 0002* 0001 

Intercept —1 2014*** 0848 

Log-likelihood value —5,074 

N 4,549 

"p« 1 

“p< 05 

D « 01 


Note Two-tailed significance levels ns - not significant For the 
Poisson regression model, we used In(n) as offset variable 


The results 1n Table 8 clearly confirm the positive 
correlation between degree centrality and the success of 
viral marketing As the estimated participation probability 
increases, observed participation, referral, and conversion 
rates (1e, total number of participants, referrals, or suc- 
cessful referrals divided by number of seeded customers in 
the cohort) and degree centrality increase as well Thus, 
the participation rate of the top 5000 cohort 1s a multiple 
of that of the bottom 5000 cohort (44% vs 5%), with a 
much higher average degree centrality (708 vs 180) A 
high-degree seeding strategy would be nearly nine times 
as successful as a low-degree strategy Compared with the 
average value of a random strategy, the top 5000 cohort par- 
ticipation and degree centrality are twice as high, therefore, 
targeting hubs doubles the performance of random seeding 
for a sample of the same size Thus, Study 3 clearly shows 
the significant, positive effect of degree centrality on viral 
marketing participation and activity, 1n strong support of a 


high-degree seeding strategy However, the results of the 
Poisson regression model do not indicate higher referral 
success of hubs within the group of active referrers 


Seeding strategies in multiple-generation models In the 
second step of our empirical analysis, we extended the mea- 
sure of success to account for a fuller range of the effects 
of seeding efforts by including more than one generation 
of referrals First-generation referrals initiate a viral pro- 
cess that should continue in further generations The extent 
of this viral branching may differ across seeding strategies, 
due to their ability to reach different parts of the social net- 
work Thus, the optimal seeding strategy might change 1f 
we consider multiple generations 

To capture this form of success, we measured all subse- 
quent referrals that originated from a first-generation refer- 
ral during the campaign We limited the observation period 
to 12 months because the company repeated the referral 
campaign 13 months after the initial seeding During our 
observation period, the company did not engage in other 
promotions that directly focused on referrals, nor did we 
find any anomalies (e g , drastic increases or decreases) ın 
company-owned or competitive marketing spending 

In the first year after the campaign, 20 8% of all first- 
generation referrals became active referrers themselves, and 
58% did so multiple times We observed viral referral 
chains with a maximum length of 29 generations, on aver- 
age, every first-generation referral during the campaign led 
to 48 additional referrals 

The dependent variable for this analysis is the in- 
fluence domain of all successful referrals of a specific 
first-generation customer, which equals the number of 
successful first-generation referrals, plus the number of suc- 
cessful referrals 1n successive generations during the sub- 
sequent 12 months? For example, Figure 2 depicts the 
influence domain of a referral customer X that spans 22 
additional] successful referrals over seven generations 


*Note that, by definition, there 1s no overlap of influence 
domains between two origins, every referred customer has an 1n- 
degree of 1, and only one specific referrer 1s rewarded for every 
new customer 


TABLE 8 
Relationship of Conversion Rates and Degree Centrality, Full Sample (Study 3) 


Customer Cohort 


(According to Estimated Participation Probabilities) 


Top 5000 Top 10,000 

Participants 

Total participation 220 378 

Participation rate 4 496 3 8% 
Referrals 

Total referrals 292 489 

Referral rate 5 896 49% 
Successful referrals 

Total conversions 191 330 

Conversion rate 3 896 3 396 
Average degree centrality 70 83 60 21 


Top 20,000 Top 50,000 Bottom 5000 Average 
671 1385 24 — 
3 496 2 8% 5% 2 296 
856 1783 26 — 
4 396 3 6% 5% 3 0% 
598 1233 19 a 
3 0% 2 5% 4% 2 0% 
52 13 45 42 18 01 36 48 





Notes Top (Bottom) 5,000/10,000/ 


refer to the cohort of customers with the highest (lowest) estimated participation probabilities, according 


to the coefficient estimates of the logit component reported in Table 6 We calculated rates by dividing the total number of participants, 
referrals, or successful referrals by the total number of customers in the cohort 
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FIGURE 2 result For hubs, we mostly observe short referral chains (if 

Influence Domain of a Referral Campaign at all), whereas fringe customers who participate ın the viral 

Participant (Study 3) marketing campaign demonstrate sigmificantly longer refer- 

ral chains For example, in Figure 2, the fringe customer X 

reacts to the campaign and refers the service Within two 

generations, this referral reaches actor Y, who initiates a 

total of 15 additional referrals, which increases the influ- 
ence domain of X to 22 

Because we find a positive effect of high degree cen- 

trality 1n the selection model but a negative effect in the 

regression model, the overall effect of degree centrality 

remains unclear For a simple test, we performed both an 

Referral ordinary least squares (OLS) and a simple Poisson regres- 

generations sion, with the unconditional Influence Domain IDF as the 

dependent variable for the complete sample of 208,829 cus- 

tomers who received the viral marketing campaign stimu- 

lus According to the results 1n Table 9, the standardized 

beta for degree centrality 1s positive and significant 1n both 

Customer Y regressions (875 = 010, BİR = 002, p< 001), such that the 










j Customer X overall effect of high degree centrality as a selection cri- 
Initial campaign (origin) terion for seeding a viral marketing campaign 1s positive 
stimulus Therefore, high-degree seeding remains the more success- 
ful strategy, even if we account for a multiple-generation 
viral process 

Robustness checks To check the robustness of our find- 
The parameter estimates of the PLHR model for this ings, we also analyzed our data with a set of alternative 
multiple-generation model appear in the nght-hand col- approaches, including a Poisson-based (ZIP regression) and 
umn of Table 6 The dependent variable ID’ ıs conditional probit-OLS combinations (e g , Tobit Type II models) Our 
on program participation (P,= 1) When we compare the core results pertaining to the influence of degree central- 
regression model parameters across the different depen- ity, including its positive influence on the selection stage 
dent variables, we find similar results for Influence Domain to determine the likelihood of participation and ts negative 
ID! and Used Reach n, (eg, no significant effect of the effect on the influence domain ın the regression stage, hold 
usage covariates) but with one important difference Our across all tested models The results also remain unchanged 
focal variable, degree centrality, 1s negative (BYE, =— 00205, when we incorporate alternative individual-level covariates, 
p< 01) in the Poisson regression model That 1s, among the such as monthly mobile charges, that represent the attrac- 

participants, more central customers have a smaller influ- tıveness of a customer to the provider 
ence domain The observed network structure of the referral Unlike Studies 1 and 2, Study 3 does not allow us to 
processes offers a potential explanation of this surprising assess the causal effect of the seeding strategy on referral 


TABLE 9 
Determinants of Unconditional Influence Domain (OLS Model, Study 3) 





Poisson Regression 








OLS Model Unconditional Model Unconditional 
Influence Domain (ID?) Influence Domain (IDP) 
Variable Standard Coefficient SE Coefficient SE 
Degree centrality B, 010*** 000 002*** 000 
Covariates 
Gender Bo —015"* 002 — 958" 028 
Age Ba — 024*** 000 — 024*** 001 
Payment type B, 001"5 002 0135 033 
Refill policy Bs 000" 5 002 003" 5 033 
Acquisition channel Bg — 025*** 002 — 680*** 039 
Tarıff plan Bz — 016** 002 — 433*** 030 
Customer tenure Bg — 031*** 004 — 002*** 000 
intercept 091*** 004 —1 509*** 058 
R? (pseudo) 05 03 
N 208,829 208,829 
*p« 1 
"p< 05 
p< 01 


Notes Two-tailed significance levels ns =not significant 
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success unambiguously However, 1t reflects a real-life mar- 
keting application and 1s based on detailed firm data, such 
that 1t strikingly illustrates the power of network informa- 
tion 1n real-life situations 


General Discussion 
Hesearch Contribution 


Inspired by conflicting recommendations in previous stud- 
les regarding optimal seeding strategies for viral marketing 
campaigns, this article empirically compares the perfor- 
mance of various proposed strategies, examines the mag- 
nitude of differences, and identifies determinants that are 
responsible for the superiority of a particular seeding strat- 
egy To the best of our knowledge, such an experimental 
comparison of seeding strategies 1s unprecedented, previous 
literature 1s based solely on mathematical models and com- 
puter simulations Our real-life application provides some 
answers to controversies about whether hubs are harder 
to convince, whether they make use of their reach, and 
whether they are more persuasive 

Marketers can achieve the highest number of referrals, 
across various settings, 1f they seed the message to hubs 
(high-degree seeding) or bridges (high-betweenness seed- 
ing) These two strategies yield comparable results and both 
outperform the random strategy (+52%) and are up to eight 
times more successful than seeding to fringes (low-degree 
seeding) The supenonty of the high-degree seeding strat- 
egy does not rest on a higher conversion rate due to a higher 
persuasiveness of hubs but rather on the increased activ- 
ity of hubs, which 1s 1n line with previous findings (eg, 
Iyengar, Van den Bulte, and Valente 2011, Scott 2000) 
This finding 1s persistent even when we control for rev- 
enue of customers and thus demonstrates the 1mportance 
of social structure beyond customer revenues and customer 
loyalty 

Research that suggests a low-degree seeding strategy 1s 
usually based on the central assumption that highly con- 
nected people are more difficult to influence than less con- 
nected people because highly connected people are subject 
to the influence of too many others (e g , Watts and Dodds 
2007) Our results (Studies 1 and 3) reject this assumption 
and underline Becker’s (1970) suggestion Hubs are more 
likely to engage because viral marketing works mostly 
through awareness caused by 1nformation transfer from pre- 
vious adopters and through belief updating, especially for 
low-risk products The low perceived risk means hubs do 
not hesitate before participating Furthermore, when social 
contagion occurs mostly at the awareness stage, the possi- 
ble disproportionate persuasiveness of hubs 1s irrelevant As 
long as the social contagion occurs at the awareness stage 
through simple information transfer, hubs are not more 
persuasive than other nodes (Godes and Mayzlin 2009, 
Iyengar, Van den Bulte, and Valente 2011) 

Our analysis of a mobile service provider’s viral market- 
ing campaign reveals that hubs make slightly more use of 
their reach potential Furthermore, for the group of partic- 
ıpatıng customers, we find a negative influence of greater 
connectivity on the resulting influence domains Although 
in epidemiology studies infectious diseases spread through 
hubs, we find that well-connected people do not use their 
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greater reach potential fully 1n a marketing setting Spread- 
ing information 1s costly in terms of both time invested 
and the effort needed to capture peers’ attention Further- 
more, hubs may be less likely to reach other previously 
unaffected central actors, such that they are limited 1n their 
overall influence domain The compelling findings from 
sociology and epidemiology thus appear to have been ıncor- 
rectly transferred to targeting strategies in viral marketing 
settings 

Nevertheless, the social network remains a crucial deter- 
minant of optimal seeding strategies 1n practice because 
a social structure 1s much easier to observe and measure 
than communication intensity, quality, or frequency Fur- 
thermore, we find robust results even when we control for 
the level of communication activity Therefore, companies 
should use social network information about mutual rela- 
tionships to determine their viral marketing strategy 


Managerial Implications 


Viral marketing 1s not necessarily an art rather than a 
science, marketers can improve their campaigns by using 
sociometric data to seed their viral marketing campaigns 
Our multiple studies show that information about the social 
structure 1s valuable, 1n that seeding the "right" consumers 
yields up to eight times more referrals than seeding the 
“wrong” ones In contrast with random seeding, seeding 
hubs and bridges can easily 1ncrease the number of suc- 
cessful referrals by more than half Thus, it 1s essential 
for marketers to adopt an appropriate seeding strategy and 
use sociometric data to increase their profits We conclude 
that adding metrics related to social positions to customer 
relationship management databases 1s likely to 1mprove tar- 
geting models substantially 

Many companies already have implicit 1nformation about 
social ties that they could use to calculate explicit socio- 
metric measures Telecommunication providers can exploit 
connection data (as we did 1n Study 3), banks possess 
data about money transfers, e-mail providers might ana- 
lyze e-mail exchanges, and companies can evaluate behav- 
10rs 1n company-owned forums Many companies also have 
indirect access to 1nformation on social networks, such as 
Microsoft through Skype or Google through its Google 
mail services, and they could begin to use information 
obtained this way (eg, Hill, Provost, and Volinsky 2006, 
Aral, Muchnik, and Sundararajan 2009) Such network 
information 1s further available ın the form of friendship 
data obtained from online social communities such as Face- 
book or LinkedIn (e g , Hinz and Spann 2008) 

Remarkably, we reveal that to target a particular subnet- 
work (e g , students of a particular university, Study 2) with 
a viral marketing message, the use of the respective subnet- 
work’s sociometric measures 1s not absolutely required to 
implement the desired seeding strategies Instead, because 
the sociometric measures of subnetworks and their total 
network are highly correlated, marketers can use the socio- 
metric measures of the total network, without undertaking 
the complex task of determining exact network boundaries 
Conversely, this appealing result also allows marketers to 
feel confident in inferring the connectivity of a person in an 
overall network from information about his or her connec- 
tivity 1n a natural subnetwork Moreover, because between- 
ness centrality requires knowledge about the structure of 


the entire network, as well as a complex, time-consuming 
computation, degree centrality seems to be the best socio- 
metric measure for marketing practice (see also Kiss and 
Bichler 2008) 

According to these insights, marketers should pick highly 
connected persons as initial seeds if they hope to gener- 
ate awareness or encourage transactions through their viral 
marketing campaigns because these hubs promise a wider 
spread of the viral message As long as the social contagion 
operates at the awareness stage through information trans- 
fer, we do not observe that hubs are more persuasive Thus, 
the sociometric measure of degree centrality cannot be used 
to identify persuasive seeding points The use of demo- 
graphics and product-related characteristics (see Table 7) 
seems more promising for this purpose Study 1 reveals 
that monetary incentives for referring strongly increase the 
spread of viral marketing messages, which supports the use 
of such incentives However, they would also make viral 
marketing more costly than 1s commonly assumed 

Finally, expertise 1n the domain of social networks 1s 
valuable for seeding purposes Thus, online communities 
such as Facebook mught begin to offer information on 
members’ social positions to third-party marketers or pro- 
vide tbe option to seed to a specific target group accord- 
ing to sociometric measures Specialized service providers 
might adopt a similar idea to ‘tailor their offerings with 
respect to optimal seeding Business models might reflect 
social network information collected from communica- 
tion relationships or domain expertise 1n certain subject 
domains, such that they target the most highly connected 
or intermediary persons with specific marketing informa- 
tion and thus maximize the success of viral marketing cam- 
paigns For example, the Procter & Gamble subsidiaries 
Vocal point and Tremor already use social network ınfor- 
mation to introduce new products, enjoying doubled sales 
in some test locations 


Limitations and Directions for Further Research 


Although we designed our experiments carefully, some of 
their shortcomings might limit the validity of the results In 
Study 1, order effects may exist because the sets of partici- 
pants 1n the different experimental settings are not disjunc- 
tve We designed Study 2 to avoid such an overlap, but 
the parallel timing 1n that experiment could lead to inter- 
relationships across the different seeding strategies How- 
ever, as we noted previously, seeding strategies that lead 
to faster diffusion might have performed better, which also 
reflects reality well In a world 1n which people become 


increasingly exposed to multiple viral campaigns compet- 
ing for their attention and participation, seeding strategies 
that lead to faster diffusion may be advantageous for the 
initiator of the particular viral marketing campaign 

The student sample and the artificial information con- 
tent of the experiments constitute additional limitations in 
our experimental studies, though these shortcomings do not 
systematically favor one strategy over another It would be 
useful to conduct similar experiments with different sam- 
ples and less artificial information, such as real-life viral 
marketing campaigns 

In our real-life application, we could compare only high- 
and low-degree and random seeding strategies We did 
not differentiate referrals with regard to the profit of the 
referred customers (for an analysis of the value of cus- 
tomers acquired through referral programs, see Schmtitt, 
Skiera, and Van den Bulte 2011), but our robustness checks 
show no significant regression-stage effects of additional 
covariates on converted reach or influence domain Our 
results regarding the effects of degree centrality also remain 
unchanged across the robustness checks 

Most current research focuses on individual choices and 
treats the choices of partners (within the social network) 
as exogenous, as we do, these studies assume that the net- 
work remains fixed for the duration of the study and unaf- 
fected by ıt However, this strong assumption ignores the 
likely effects of dynamics inherent to real-life social net- 
works (e g , Steglich, Snyders, and Pearson 2010) Market- 
ing response models that incorporate these effects would 
be a fruitful avenue for further research. Another extension 
might incorporate information on the dyadic level, such as 
tie strength, which could distinguish the success of refer- 
rals from a specific customer In addition, from a market- 
ıng perspective, ıt would be useful to intensify research 
regarding the effects of 1ncentives, as we find their 1mpact 
to be quite significant in Study 1 (eg, Schmitt, Skiera, 
and van den Bulte 2011, Aral, Munchnik, and Sundararajan 
2011) 

Our combination of two experimental studies and an 
ex post analysis of a real-world viral marketing campaign 
provides a strong argument that hubs and bridges are key 
to the diffusion of viral marketing campaigns We cannot 
confirm recent findings that question the exposed role of 
hubs for the success of viral marketing campaigns, but our 
analysis of the different determinants in Study 3 yields 
additional explanations for why hubs make more attractive 
seeding points These findings should serve as inputs to 
create more realistic computer simulations and analytical 
models 
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Decision Process Evolution in 
Customer Channel Choice 


The growing number of sales channels through which customers can make purchases has made it imperative for 
managers to understand how customers decide which channels to use However, this presents a significant chal- 
lenge because there is reason to believe the channel decision process evolves over the lifetime of the customer 
The authors document the existence and nature of this phenomenon by analyzing the evolution of a customer's 
channel choice decision process from a trial stage to a posttrial stage First, they analyze data for a book retailer 
and replicate their analysis using data from a durables and apparel retailer. Their results suggest that (1) cus- 
tomers' decision processes do evolve, (2) a minority but sizeable segment changes decision processes within the 
observation period, and (3) customers who change do so from a decision process in which they are highly respon- 
sive to marketing to one in which they are less responsive The authors illustrate and discuss the implications for 
both managers and researchers 


Keywords multichannel marketing, channel migration, customer relationship management, customer channel 
choice 


he ever-expanding multiplicity of channels through customers differently than mature customers in terms of 
i which customers can purchase makes ıt imperative multichannel customer policy A newly acquired customer 
for managers to understand how customers decide may be ın a “deliberative” mind-set (Gollwitzer and Bayer 
which channels to use One potential benefit of this 1999) and thus be open to suggestions about which channel 
understanding ıs that managers can then fine-tune chan- to use (1e, responsive to marketing efforts), 1n contrast, 
nel strategies to enhance customer value through effective as the customer learns more about the firm's channels, he 
multichannel customer management (Neslin et al 2006) or she becomes less receptive to these efforts This would 
While researchers have made progress 1n understanding the mean that the window during which to “nght-channel” the 
customer channel decision process (Blattberg, Kim, and customer (Neslin and Shankar 2009) may be directly after 
Neslin 2008, chap 25), the managerial press reports that the customer 1s acquired 
retailers’ knowledge of this decision process is still lim- Therefore, 1t 1s critical that managers understand 1f, and 
ited and that surprisingly few companies are effective in if so how, the customer channel decision process evolves 
managing multichannel strategies (Myers, Van Metre, and The purpose of this study 1s to 1nvestigate the existence and 
Pickersgill 2004, Noble, Shenkan, and Shi 2009, Weinberg, nature of this evolution and explore its managerial impli- 
Parise, and Guinan 2007) cations Our focus 1s not about which channels consumers 
We propose that one factor contributing to the difficulty choose to make their purchases in, but how they decide 
in understanding the customer channel decision process 1s which channels to choose for purchase and how that deci- 
that the process 1s a moving target—in other words, it sion process changes over time We examine four major 
evolves over the lifetime of the customer For example, this questions 


would mean that managers need to treat new-to-the-firm 1 Does the customer channel choice decision process change 


over time? That ıs, ıs decision process evolution a real 
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to channel choices and more driven by channel preferences 
At first, their channel decisions are shaped significantly 
by the firm’s marketing efforts, but later they become less 
responsive to marketing These changes are set in motion 
soon after a company “acquires” a customer Therefore, 
companies should try to “nght-channel” customers soon 
after they are acquired Customers who are more likely 
to learn can be characterized according to directly mea- 
surable 1ndicators such how these customers are acquired, 
their prochvity to provide their e-mail address, and their 
age We illustrate that by using these characteristics to 1den- 
tify the learner segment and by using e-mail to transition 
them early 1nto the cheaper Internet channel, the company 
can increase its profits by approximately 24% In a sec- 
ond data set, provided by a durables/apparel retailer that 
has just introduced a new purchase channel, we confirm 
that customers become less responsive to marketing over 
time, although do not find that the process becomes more 
preference driven over time 

We proceed as follows We develop a framework for the 
channel decision process and a taxonomy of potential evo- 
lution patterns Then, we discuss the theory of why decision 
processes should evolve and advance hypotheses Next, we 
describe our methodology for measuring decision process 
evolution We then show our data, results, and profitability 
illustration We conclude with a discussion of implications 
for research and practice 


A Taxonomy for Categorizing 
Decision Process Evolution 


Blattberg, Kim, and Neslin (2008) and Neslin et al (2006) 
summarize six factors that determine customer channel 
choice (1) marketing, (2) channel attributes, (3) social 
influence, (4) channel integration, (5) individual differ- 
ences, and (6) situational factors (see Figure 1) Researchers 
have organized these factors 1nto marketing, channel pref- 
erences, inertia or state dependence, and unobserved fac- 
tors, as shown 1n the nght side of Figure 1 This sug- 
gests that the channel choice decision can be represented 
as follows 


(1) | Channel choice = f(marketing, channel preference, 
state dependence) 


The drivers of channel choice ın Equation 1 and their rel- 
ative 1mpact characterize the channel choice decision pro- 
cess Several researchers have estimated models according 
to Equation 1 (Ansari, Mela, and Neslin 2008, Knox 2006, 
Thomas and Sullivan 2005, Venkatesan, Kumar, and Rav- 
ishanker 2007, Verhoef, Neslin, and Vroomen 2007) Knox 
shows that channel preference can change over time A com- 
mon finding ıs that customers differ ın the relative impact 
the three drivers have on their channel choice process We 
account for this heterogeneity and also allow the relative 
impact of the three factors to evolve over time 


FIGURE 1 
A Framework for the Multichannel Choice Process: Theory Translated into Models 
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Notes By “theory,” we mean the factors that have been identified as influencing customer's channel choices (for a discussion, see Blattberg, Kim, and 


Neslin 2008, Neslin et al 2006) 
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Figure 2 shows how the relative impact of preferences, 
marketing, and inertia define a taxonomy of potential evo- 
lution patterns Starting from the left, we ask whether the 
decision 1s preference based or non—preference based Next, 
we ask whether the customer 1s marketing responsive or not 
marketing responsive This produces four potential decision 
processes The arrows show how the customer’s process 
might evolve from a trial to a posttrial stage A customer’s 
trial stage process might be non—preference based but highly 
responsive to marketing (Category 3), but 1t might evolve 
to a posttrial classification of preference based and not mar- 
keting responsive (Category 2) There are 12 possible evo- 
lution patterns and four cases in which the process does 
not change 


Hypotheses 


This first question 1s, Why should the decision process 
evolve? Theory often starts with observation, and this 1s the 
case with decision process evolution Aaker (1971) finds 
that preferences for a new product develop over a trial stage, 
in which the consumer learns about the product, to a post- 
trial stage, 1n which the consumer has learned his or her 
final preference for the product and purchases accordingly 
This can be viewed as isomorphic to Gollwitzer and Bayer’s 
(1999) theory that consumer decision making moves from 
a deliberative to an 1mplemental stage In the deliberative 
stage, the consumer 1s trying to determine what to do, which 
ıs then executed during the ımplemental stage Aaker’s and 


FIGURE 2 
A Taxonomy of Channel Migration Patterns from Trial to Posttrial 
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Notes Customers ın Category 1 have well-established preferences for various channels but can be influenced by marketing activities to switch channels 
Customers ın Category 2 have well-established preferences but are less influenced by marketing activities For example, they always buy on the 
Internet, and marketing has little influence on which channel they choose Customers ın Category 3 tend to use the channel they used the previous 
time, unless marketing directs them to do otherwise These customers are habitual, but their habits can rather easily be changed Customers in 
Category 4 are also inertial but pay little attention to marketing They will use the same channel out of habit until an unobserved factor induces 
them to use a different channel For example, these customers may start off buying from the catalog, but for a particular purchase, they may 
be pressed for time and therefore use the Internet They then continue using the Internet The figure also shows the possibility that the process 
does not change, that ıs, the customer 1s a stayer This 1s signified by the solid lines in the figure 
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Gollwitzer and Bayer’s work suggests two stages of decision 
making, and thus we adopt a two-stage framework (Fig- 
ure 2) However, more stages could be hypothesized (Fader, 
Hardie, and Huang 2004, Heilman, Douglas, and Wright 
2000), and this could be an avenue for further research 

The theoretical concept at work in decision process evolu- 
tion 1s fundamentally one of learning What 1s being learned 
ıs the decision process (1 e , how the customer will go about 
choosing which channel to use to make a purchase) There- 
fore, learning means that the customer determines his or her 
channel preferences, how he or she will respond to the firm’s 
marketing communications, and to what extent he or she 
will simplify things by using the same channel used previ- 
ously In terms of Gollwitzer and Bayer’s (1999) theory, the 
customer first adopts a deliberative mind-set, determining 
what his or her decision process will be After this process 
ıs learned, the customer adopts an 1mplemental mind-set, 
executing the chosen decision process 

This clarifies what 1s being learned—the decision 
process—which 1n turn prompts the question of why 1t 1s 
being learned There are at least three reasons 


1 Motivation and ability Motivation and ability are prereq- 
uisites to learning (Bettman and Park 1980, Hoch and 
Deighton 1989, MacInnis, Moorman, and Jaworski 1991) 
These factors are salient when the cost of an incorrect 
decision 1s high For example, the customer may buy a 
product for a specific event using a catalog, but if the prod- 
uct 1s delivered late, the customer pays a cost by not having 
it when ıt was needed These factors are also relevant when 
customers have the ability to evaluate their decisions The 
channel experience is easy to evaluate in terms of ser- 
vice convenience, effort, and so on (Verhoef, Neslin, and 
Vroomen 2007) 

2 Lack of task familiarity Learning 1s more likely to take 
place when customers are not familiar with the task at 
hand (Alba and Hutchinson 1987, Hoch and Deighton 1989, 
Johnson and Russo 1984) For example, newly acquired cus- 
tomers may have experience with buying on the Internet or 
with the policies of certain stores but not with the chan- 
nels offered by the particular company for which they have 
just become a customer Thus, when they are not familiar 
with the channel environment, there are important things for 
them to learn 

3 Unsatisfying experiences An unsatisfying experience (e g, 
a channel was not as convenient as expected) may cause 
the customer to reassess and try another channel Previous 
research has shown that unsatisfying experiences can have a 
profound impact on future behavior (Mattila 2003, Weiner 
1986) 


In summary, a customer's decision processes should 
evolve because of learning, to the extent that motivation 
and ability, lack of task familiarity, and unsatisfying expe- 
riences are present ! These factors can be set in motion in 
several contexts (e g , directly after the customer has been 
acquired, when there 1s an abrupt change in the environ- 
ment, Moe and Yang 2009) Therefore, we advance the fol- 
lowing hypothesis 


'Note that although we emphasize the role of learning, there 
are other potential reasons the decision process might change In 
the channel choice context, these would include obtaining better 
Internet connectivity 


H, The channel choice process for the average customer 
evolves over time 


We specify “average customer" because the factors driv- 
ing learmng—motivation and ability, lack of task famul- 
larity, and unsatisfying experience—vary across customers 
Some customers may be uninvolved shoppers and thus not 
motivated to evaluate their channel experience Some (e g, 
those who shop for others' 1n addition to their own needs) 
may not fully be able to evaluate the outcome of their chan- 
nel choice Others may be so experienced with shopping 
that they are highly familiar with the channel selection pro- 
cess Some will have unsatisfying experiences, others will 
not As a result, we hypothesize the following 


H, The likelihood that the channel decision process evolves 
varies across customers 


We now turn to hypothesizing the patterns of evolution 
most likely to surface when we classify customers into the 
taxonomy depicted 1n Figure 2 The literature suggests the 
trial stage will be relatively less driven by preferences than 
the posttrial stage (Heilman, Douglas, and Wright 2000, 
Meyer and Sathı 1985) Gollwitzer and Bayer (1999) sug- 
gest that when customers are in a deliberative mind-set, they 
are uncertain about their goals In the channel choice context 
this means that they are unsure of what channel attributes 
are relevant and how channels rate on those attributes This 
suggests that consumers are less (more) certain of their 
channel preferences when they are ın the trial (posttrıal) 
stage This leads to the following hypothesis 


H4 The trial stage of the customer decision process is less 
preference dominated than the posttnal stage 


The question of which channel to choose 1s inherently 
more challenging for a newly acquired customer or a cus- 
tomer facing a new channel environment Therefore, the 
trial stage of the customer decision process 1s characterized 
by complexity as well as goal uncertainty Consumers are 
known to resort to simplifying heuristics in such situations 
(Payne, Bettman, and Johnson 1992, Tversky and Kahne- 
man 1974) One possible heuristic, essentially the availabil- 
ity heuristic (Tversky and Kahneman 1974), would be to 
bias current channel choices toward the channel last cho- 
sen This would apply to the trial stage However, as con- 
sumers make more choices and become more familiar with 
the channel choice task, that task becomes less complex and 
consumers develop clearer goals This suggests that con- 
sumers are more (less) likely to rely on heuristics and inertia 
in the trial (posttrial) stage Therefore, we propose the fol- 
Jowing 


H, The trial stage of the customer decision process 1s more 
inertia dominated than the posttnal stage 


Gollwitzer and Bayer (1999) theorize that consumers ın 
the deliberative stage have an open mind-set and are respon- 
sive to information When they move to the 1mplemental 
stage, they have less need for information, so communica- 
tions are less influential Previous work has explored tempo- 
ral differences in marketing effects Narayanan, Manchanda, 
and Chintagunta (2005) find that marketing communica- 
tions reduce uncertainty about pharmaceutical product qual- 
ity ın the early launch phases and reinforce preferences ın 
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subsequent stages Overall, information has a lower impact 
over time (see Figure 1 1n Narayanan, Manchanda, and 
Chintagunta 2005) Similarly, Lee and Arıely (2006) show 
that promotion effectiveness varies depending on the con- 
sumer”s mind-set (1e, deliberative vs implemental) and, 
in particular, that 1t 1s greater when consumers’ goals are 
less well defined These considerations suggest the follow- 
ing hypothesis 


H, The trial stage should be more marketing responsive than 
the posttrial stage 


Methodology 


Following our goals, we sought to develop a methodology 
for determining whether the customer channel choice deci- 
sion process evolves over time, how this differs across cus- 
tomers, and how the trial stage process compares with the 
posttrial stage process To accomplish this, we build on pre- 
vious work (Ansari, Mela, and Neslin 2008, Thomas and 
Sullrvan 2005) and develop an analysis consisting of two 
components (1) a model that captures the evolution process 
and (2) two logit channel choice models, one for the trial 
stage and the other for the posttrial stage All parameters 
in these models vary across customers, sO we can examine 
how the evolution process differs from customer to customer 
and distinguish fast evolvers (learners) and slower evolvers 
(stayers) 

The evolution component quantifies how many purchase 
occasions the customer takes to transition from the tnal to 
the posttrial stage We use the purchase occasion as our unit 
of analysis because our theory posits that the decision pro- 
cess changes as a result of learning from the customer’s 
channel experiences Specifically, we analyze the number of 
purchase occasions 1t takes for the customer to evolve from 
the trial to the posttrial stage using a simple geometric dis- 
tribution Specifically, let q, be the conditional probability 
on any given purchase occasion customer h moves from the 
trial to the posttrial stage, given the customer has not moved 
yet, and let p,, be the probability customer h has moved to 
the posttrial stage by the tth purchase occasion These two 
quantities are related as follows 


(2) Ph 71-(-q9) 


This ıs because (1—q,,)'~’ 1s the probability the customer 
has not moved by the t-th purchase occasion, so the con- 
verse, 1 —(1—qı)" ” t, ıs the probability the customer has 
moved by the t-th purchase occasion Note that p,, 1s an 
increasing function of q, (the more likely the customer 1s 
to change on any given purchase occasion, the more likely 
it is that the customer will have changed by purchase occa- 
sion t) and an increasing function of t (the more purchase 
occasions, the more likely it 1s that the customer will have 
evolved) 

The geometric distribution with a single parameter (qp) 
1$ parsimonious, though ıt implies that the most likely time 
for the customer to evolve 1s 1mmediately after acquisition 
or after the decision environment changes ‘To investi- 
gate this assumption, we tested two alternative distribu- 
tions (the discrete Weibull and a conditional logit) The 
results show that the geometric specification outperformed 
the others (see Web Appendix W1 at http //www marketing 
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-power com/jmnov11) We also note that the estimated val- 
ues of q, suggest that the mean time customers take to 
evolve to the posttrial stage 1s 23 purchase occasions, with a 
standard deviation of 5 4 This means there 1s much variabil- 
ity 1n evolution rates, and by no means do most customers 
evolve night away 

The second component of our analysis consists of two 
logit channel choice models, one for the trial stage and one 
for the posttrial stage The term Upe represents the utility 
that customer h derives from choosing channel j 1n purchase 
occasion t We distinguish between U? and U!, where the 
superscript 0 indicates trial and 1 indicates posttrial There- 
fore, Un 1s the utility for customer h 1n choosing channel 
j at purchase occasion t, given the customer 1s 1n the trial 
stage, and Uh is the utility of choosing channel j at pur- 
chase occasion t, given the customer 1s 1n the posttrial stage 
These utilities are a function of the factors shown in Equa- 
tion 1 and Figure 1 


(3) Up. ” o T Bin CS. “Bö ESi: + Bani, + Sh» and 


(4) Ur = On, + Bin, CS, + BA, ESy, + Ban LCy te, 


uht? 


where 


or = customer h's preference for channel ) during the trial 
stage (k — 0) or the posttrial stage (k = 1), 

CS, = number of catalogs sent to customer h during the 
quarter 1n which purchase occasion t occurs, 

ESQ = number of e-mails sent to customer h during the 
quarter 1n which purchase occasion t occurs, 

LC, = 1 1f customer h purchased from channel j on the 
purchase occasion before purchase occasion t and 0 
if otherwise This captures state dependence,” 

Bi, = Impact of catalogs (m = 1) or e-mails (m = 2) on 
customer h’s utility for channel ) during the trial 
stage (k = 0) or the posttrial stage (k = 1), 

Bö, = 1mpact of the previous purchase being ın a particu- 
lar channel on the utility for that channel, for cus- 
tomer h at purchase occasion t, during the trial stage 
(k =0) or the posttrial stage (k = 1), and 

Eine = error term for customer h for channel j during the 
trial stage (k = 0) or the posttnal stage (k = 1) 
for purchase occasion t For example, this includes 
situational factors not directly observable by the 
researcher 


The term ox, captures channel preferences, Bİ captures 
the importance of marketing, and Bö, captures the 1mpor- 
tance of 1nertia or state dependence The relative sizes of 
these customer-specific parameters enable us to classify cus- 
tomers into the categories defined 1n Figure 2, both before 
and after they change decision processes 

Using Equations 3 and 4 and assuming an extreme value 


distribution for the error terms, we have two logit choice 


?State dependence refers to the influence of previous choices 
on current choices We used a simple zero-one formulation of 
the state dependence variable (LC) because previous research 1s 
dominated by the operationalization of state dependence to equal 
1 if the alternative was chosen at the previous purchase occasion 
(e g , Ansan, Mela, and Neslin 2008, Thomas and Sullivan 2005) 


models Equation 2 indicates the likelihood the customer 
1s using the trial or posttrial model at purchase occasion t 
Combining these components yields the following probabil- 
ity customer h chooses channel ) at purchase occasion t ? 


—. exp(UR,) exp(Uh,) 
(5) B - (1 sero MICE) 


yel 


With probability (1—p,,), the customer 1s still ın the trial 
stage and thus 1s using the first logit model, with proba- 
bility pa, the customer has evolved and ıs using the sec- 
ond logit model On the customer’s first purchase occasion, 
t=1, so p, =0 (Equation 2), and the customer's decision 
process 1s driven entirely by the trial model Over time, p,, 
increases to a degree determined by the customer’s param- 
eter qı, and the process becomes increasingly driven by the 
posttrial model For any purchase occasion, the customer’s 
probability of choosing channel j 1s a weighted average of 
the trial and posttrial models, the weights being the like- 
lihood that the customer 1s 1n the trial stage or the post- 
trial stage, respectively Because the weight placed on the 
posttrial model increases as the customer accumulates more 
purchases (Equation 2), the posttrial model becomes more 
important as purchases accumulate 


Data and Estimation 


Our main data set ıs from a major European book 
retailer operating 1n one country The retailer uses three 
sales channels—physical retail stores, catalogs, and the 
Internet—and uses a subscription business model Thus, to 
be eligible to purchase, each customer must become a mem- 
ber A code 1s associated with each customer, tracking each 
time she or he purchases and from which channel There- 
fore, we have information on which channel each customer 
selected on each purchase occasion, the date of each pur- 
chase, how much was spent, the number and types of com- 
munications (e-mails and catalogs) each customer received 
and when they were received, and age and gender demo- 
graphics 

Each channel shares the same assortment and price Com- 
munications were not targeted according to channel usage 
This means that each channel was treated the same 1n terms 
of marketing activities This gives us the opportunity to 
measure intrinsic customer preferences for each channel 

The period of observation ıs January 2002-June 2006 
The retailer monitored customers and made customer- 
marketing decisions on a quarterly basis Therefore, we 


*We also estimated Equation 5 with interactions effects and/or 
diminishing returns to marketing investments (e g, Thomas and 
Sullivan 2005, Venkatesan, Kumar, and Ravishanker 2007) In 
addition, we tested a model with a catalog stock variable that 
allows for cumulative and carryover effects as the customer gets 
more catalogs However, the fit of all these models was lower, 
and the 1nterpretation of the parameters estimates was essentially 
identical 


assemble each customer’s purchase occasions, channel 
choice, and the catalogs and e-mails received on a quar- 
terly basis On the rare occasions when there was more than 
one purchase occasion ın a quarter (this happened ın only 
4 2% of the 14,985 customer-quarter observations), we used 
the single purchase occasion We found no difference in 
the results when we estimated the model using all purchase 
occasions 

We sample a cohort of new customers who live ın at least 
one store’s service area and who entered into a subscrip- 
tion agreement with the company during the fourth quar- 
ter of 2001 We focus on a static sample of active cus- 
tomers (1e, customers having an active relationship with 
the company between January 2002 and June 2006) with 
all three channels available throughout the relationship The 
sample size 1s 1018 households Table 1 presents descrip- 
tive information about the sample We use Bayesian esti- 
mation (see Web Appendix W2 at http //www marketing 
-power com/jmnov11) to estimate the model 

Catalogs and e-mails sent (CS,, and ES,,) can depend on 
the customer’s past choices and thus might be endogenous 
We used an approach similar to Gonul, Kim, and Sh: (2000) 
to minimize endogeneity bias (see Web Appendix W3 at 
http //www marketingpower com/jymnov1 1) 


TABLE 1 
Descriptive Statistics of the Selected Cohort of 
Customers (n = 1018) 


Variable M SD Min Max 


Average number of 

purchase occasions 

(per year) 31 11 0 40 
Average number of 

purchase occasions 


over relationship 147 29 70 180 
Average returns 
(in US$ per quarter) 4 35 0 1044 


Average number of 

catalogs received 

(per quarter) 20 7 0 40 
Average number of 

e-mails received 

(per quarter) 7 20 0 120 
Age (years) 438 146 210 880 
Gender (male) 35 296 


Average Number of 


% of Purchase Occasıons 

Channel Usage? Customers per Customer 
Mainly catalog 27 6% 146 
Mainly Internet 6% 148 
Mainly store 42 4% 153 
Catalog and store 154% 13 4 
Catalog and 

Internet 8 4% 147 
Internet and store 1 296 153 
Catalog, Internet, 

and store 4 376 146 


?"Mainly" means that at least 9596 of purchases were made on 
that channel Similarly, we classified as two-channel/three-channel 
users those customers who made at least 9596 of purchases using 
two channels/three channels 
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Results 


The Existence of Choice Evolution and Its 
Variation Across Customers 


We test for the existence of decision process evolution 
(H,) by comparing our proposed model (Equations 2-5) 
with a logit model that does not distinguish between 
trial and posttrial stages (Model 1)* We test whether the 
likelihood of evolution varies across customers (H,) by 
comparing the proposed model with a logit model that 
assumes each customer starts off using one logit model 
and moves to another logit model after the same a prion 
defined number of purchase occasions (nine, Model 2)? 
We compare these models using both the deviance ınfor- 
mation criterion (DIC) statistic (Spiegelhalter et al 2002) 
and the hit rate (see Web Appendix W4 at http //www 
marketıngpovver com/jmnovil) The proposed model 
(DIC = 6525 2, hit rate = 72 9%), which assumes a dis- 
tinct trial and posttrial logit model and a heterogeneous 
trial period length across customers, 1s supenor to both 
Model 1 (DIC = 6881 0, hit rate = 579%) and Model 2 
(DIC = 6648 2, hit rate= 56 9%) These results support H, 
and EL, indicating the existence of channel choice evolution 
and suggesting that the likelihood of evolution varies across 
customers 


Prevalence of Decision Process Evolution and 
Channel Usage of Learners Versus Stayers 


The preceding results suggest that customers change deci- 
sion processes Next, we want to know how prevalent this 
behavior 1s To investigate this, we compute the probability 
that customer h evolves to the posttrial stage by his or her 
last observed purchase occasion (see Web Appendix W5 at 
http /www marketingpower com/jmnov11) The expected 
value of this probability 1s 22, which means that we expect 
22% of customers to have changed decision processes by 
the end of the observation period We ordered customers 
according to their individual probability and labeled the 
22% highest as the learners The logic 1s that the cus- 
tomers with the highest probability of changing are the ones 
we would expect to change by the end of the observation 
period The remaining customers were classified as stayers 
(1e, not expected to change by the end of the observa- 
tion period) The average probability of changing for stay- 
ers is 14 and for learners 1s 49 Using Equation 2, we 
calculated that, on average, 1t takes the learner 9 purchase 
occasions to evolve (see Web Appendix W5 at http //www 
marketingpower com/jmnov11) By the same token, it takes 


“Model 1 essentially assumes that af, = œj, and Bhin = Boy, for 
m = 1,2,3 ın Equations 3-4 

5Nıne 1s the median number of purchase occasions We tested 
other numbers and also found the proposed model was superior 
(6715 9 for 3 purchase occasions, 6725 5 for 5, 6804 3 for 12, 
and 6970 6 for 15 versus DIC — 6525 8 for the proposed model) 
The model with 1 purchase occasion yielded DIC = 6631 1 but did 
not converge We also tested a model for which qa, was constant 
across customers (DIC = 10,204 0), but ıt also did not converge 
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an average of 32 purchase occasions for a stayer to evolve, 
indicating a clear separation between the two groups 

Table 2 shows learners’ versus stayers’ usage of var- 
ious channels and reveals an intriguing finding Stay- 
ers are mainly single-channe] users, while learners are 
predominantly multichannel We conducted a sensitivity 
analysis regarding this finding by relaxing the 95% require- 
ment used to 1dentify single channel customers (see note 
a 1n Table 2) We find that this result 1s robust to the rule 
for defining a multichannel customer This is an important 
exploratory finding and a characterization of the multichan- 
nel customer previously not demonstrated 


Describing and Contrasting the Trial and 
Posttrial Decision Processes 


Table 3 presents the estimates of the mean parameters for 
the proposed model The intercept estimates suggest that 
customers prefer the store to the Internet in both tnal and 
posttrial stages This may seem counterintuitive given the 
popularity of the Internet 1n book retailing However, the 
customers 1n our sample essentially had joined a loyalty club 
for a book retailer and therefore presumably were avid read- 
ers It 1s sensible that such customers would enjoy brows- 
ing through books and purchasing in the store Also, the 
stores were a relatively new channel for the retailer, which 
opened its first store 1n 2000 Thus, 1n contrast to the pre- 
vailing tradition 1n the book industry of bookstores being the 
“ıncumbent” channel, ın our case, the store was the “novel” 
channel While the store 1s, on average, preferred over the 
Internet, the intercept for the catalog over the store 1s not 
significant for either the trial or posttrial periods, showing 
that these two channels were equally preferred on average 
We now contrast the tria] and posttrial decision pro- 
cesses We tested whether differences between the trial 
and posttrial coefficients were statistically significant (see 


TABLE 2 
Stayers Versus Learners: Channel 
Choice Behavior? 


Stayers Learners 
(793 Customers) (225 Customers) 


Channel Usage 


Mainly catalog 35 4% — 
Mainly Internet 8% — 
Mainly store 54 5% — 
Catalog and store 6 2% 48 096 
Catalog and Internet 2 6% 28 996 
Internet and store 196 49% 
Catalog, Internet, 4% 18 2% 
and store 
Multiple-Channel Shopper 
Yes 9 396 100 096 
Two-channel buyer 8 9% 81 896 
Three-channel buyer 496 18 296 
No 90 7% — 





?"Mainly* means that at least 95% of purchases were made on 
that channel Similarly, we classified as two-channel/three-channel 
users those customers who made at least 95% of purchases using 
two channels/three channels 


TABLE 3 
Estimates of Parameter Means: Two-Stage Channel Choice Model 





Catalog Versus Store 


Internet Versus Store 





Parameter? Elasticity” Parameter? Elasticity” 

Intercept 

Trial 85 ( 47) — —2 48 ( 39) — 

Posttrial 38 ( 92) — —3 78 ( 46) — 
Catalogs Sent 

Trial —1 45 ( 36) —7 24 —9 10 ( 97) —20 56 

Posttrial — 12 ( 63) — 33 63 ( 59) 183 
F-maıls Sent 

Trial — 03 ( 61) — 46 3 28 ( 75) 490 

Posttrial 2 35 ( 34) 93 41 ( 70) — 49 
State Dependence 

Trial 4 09 ( 60) 

Posttrial 3 14 ( 62) 


aA positive coefficient means that a customer is more likely to choose channel | than the base channel The base channel is the store 

>We computed elasticities at the mean value of the continuous variables and the mode of the categorical variables 

Notes Bold indicates that the 95% posterior distribution for the parameter does not include zero The standard deviation of the posterior 
distribution is in parentheses For identification purposes, we set one channel (the store) as the base 


Web Appendix W6 at http //www marketingpower com/ 
ymnov11) We found that the state dependence effect 1s sig- 
nificantly reduced ın the posttrial period, suggesting that, 
on average, people become less inertial By a similar token, 
we found that preferences for the store versus the Inter- 
net significantly increase This suggests that 1n the post- 
trial stage, customers base their decision processes more on 
channel preferences than habitual behavior, as we predict 1n 
H, and H, 

We have four marketing coefficients for each stage (cata- 
log's impact on catalog vs store and Internet vs store, and 
e-mail’s impact on catalog vs store vs Internet vs store) 
In three of four cases, the marketing coefficient becomes 
significantly smaller 1n the posttrial model, meaning that 
customers evolve toward a decision process 1n which they 
have less need for marketing information, 1n support of H; 

The preceding conclusions are based on comparing 
the magnitudes of coefficients We also examined pseudo 
t-statistics, calculated as the mean value of the coefficient 
divided by its standard deviation (LeSage and Fischer 2010, 
p 429) These results are consistent with the magnitude 
results noted previously (the Internet vs store preference 
pseudo t-statistic increases from 2 48/ 39 = 6 36 1n the trial 
period to 3 78/ 46 = 8 22 in the posttrial period, the state 
dependence statistic decreases from 6 82 to 5 06, and the 
pseudo t-statistics for marketing decrease 1n the three cases 
in Which the magnitudes decrease and increase 1n the one 
case 1n which the magnitude increases) 

In summary, these results suggest that the decision pro- 
cess evolves 1n two main ways (1) Channel preferences 
become more important and state dependence less 1mpor- 
tant over time (H4 and H,), and (2) in general, marketing 
communication becomes less effective (H5) It 1s noteworthy 
that our findings 1ndicate consumers do not always link cat- 
alogs and e-mails to their "natural" purchase channels, the 
catalog and Internet, respectively For example, the negative 
sign for the catalog's 1mpact on catalog versus store sug- 
gests that catalogs "promote" the store The catalogs used 
by this company did not include store promotions but did list 


the locations of stores This could account for the tendency 
of catalogs to promote store choice over catalog 1n the trial 
period Another possible explanation 1s the "research shop- 
per" phenomenon (Verhoef, Neslin, and Vroomen 2007) 
Research shopping means the customer uses one channel 
for search (gathering information) and a different channel 
for purchase For example, customers might find catalogs to 
be a convenient way to 1nvestigate what products are avail- 
able, but the store 1s a superior purchase channel for them 
because they can sample the product by thumbing through 
the books We also found that e-mails promote catalogs ver- 
sus store 1n the posttrial period It may be that readers of 
e-mails are goal-directed and thus gather all the 1nformation 
they need from the e-mail They then find 1t more conve- 
nient to purchase the product from the catalog, which just 
requires a phone call, than from the store Blattberg, Kim, 
and Neslın (2008, p 647) articulate a broader view of this by 
raising the notion of channel/marketing congruency They 
state that this 1s an underresearched area, and although it 1s 
not the main purpose of this article, our results add to the 
substantive knowledge base on this issue 


Characterizing Evolution Patterns 


We now focus on learners and classify them ın terms of the 
taxonomy depicted 1n Figure 2, 1n other words, we quan- 
tify the extent to which different decision processes are 
employed in the trial versus posttrial stages and examine 
the patterns by which learners evolve from one process to 
another The customer-level parameter estimates enable us 
to accomplish this classification 

By compaung the magnitudes of the channel prefer- 
ence parameters with the state dependence parameters, we 
classify customers' decision processes as either preference 
based or non-preference based For example, 1f customer h's 
state dependence parameter 1s higher than his or her pref- 
erence for the catalog over the store and the Internet over 
the store (ın absolute values), we classify this customer as 
non-preference based (for details, see Table 4, Panel A) 
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TABLE 4 
Classifying Learners 


A: Preference Based or Non-Preference Based 


Decision 

Categories Strategy Classification Rule? 
1 Preference State dependence « 
based Preference (C vs S) 

State dependence « 

Preference (I vs S) 

2 Preference State dependence » 
based Preference (C vs S) 

State dependence « 

Preference (I vs S) 

3 Preference State dependence « 
based Preference (C vs S) 

State dependence » 

Preference (I vs S) 

4 Non-preference State dependence » 


based Preference (C vs S) 
State dependence » 
Preference (I vs S) 





B High Marketing Versus Low Marketing 
Responsiveness 


Marketing 


Categories Responsiveness* Classification Rule? 


1 High Marketing elasticity 

(C vs S)» Median 

marketing elasticity 
(C vs S) 

Marketing elasticity 

(I vs S) > Median 

marketing elasticity 
(I vs S) 


Marketing elasticity 

(C vs S) « Median 

marketing elasticity 
(C vs S) 


Marketing elasticity 

(I vs S)» Median 

marketing elasticity 
(I vs S) 


Marketıng elastıcıty 

(C vs S)» Median 

marketing elasticity 
(C vs S) 


Marketing elasticity 
(I vs S) « Median 
marketing elasticity 
(I vs S) 


Marketing elasticity 

(C vs S) « Median 

marketing elasticity 
(C vs S) 

Marketing elasticity 

(I vs S) «Median 

marketing elasticity 
(I vs S) 


2 High 


3 High 


4 Low 


*C stands for the catalog, | for the Internet, and S for the store 
bWe have four categories in total (three under “High Marketing 
Responsiveness” and one under “Low Marketing Responsive- 
ness") and consider two types of direct marketing communications 
(e-mails sent and catalogs sent) Therefore, we have a total of 
4? — 16 possible outcomes 

“We classify customers as low responsive to marketing only if all 
their marketing elasticities are less than the median values (or are 
not significant) across both the trial and posttrial models 


80 / Journal of Marketing, November 2011 


After classifying customers as preference or non- 
preference based, we further distinguish them according to 
their marketing responsiveness We compare individual mar- 
keting elasticities with the median value across customers 
and classify customers in the high marketing responsive- 
ness group 1f e-mails or catalog elasticities are greater than 
the respective median elasticities (for details, see Table 4, 
Panel B) 

We used the aforementioned decision rules to classify 
each learner into one of the four decision process cate- 
gones We then “cross-tabbed” category membership by 
decision stage to examine the patterns by which customers 
evolve from one decision process category to another Fig- 
ure 3 shows these evolutions The key findings are as 
expected a tendency to evolve from non-preference-based 
to preference-based decision making and a tendency to 
evolve to lower marketing responsiveness In particular, Fig- 
ure 3 highlights two main types of evolutions from Trial 
Category 3 to Posttrial Category 1 (42% of all learners), 
and from trial Category 3 to Posttrial Category 2 (5196) 
Both these evolutions are from a non-preference-based to a 
preference-based decision process 

Customers in Category 3 are responsive to marketing and 
non—preference based This suggests that marketing bounces 
them from channel to channel during the tral stage How- 
ever, these customers eventually form strong channel pref- 
erences, which makes them preference-based decision mak- 
ers Some of them remain responsive to marketing (1 e , mar- 
keting can still influence their choice), but for the majority, 
marketing diminishes 1n importance 


Robustness Checks 
Robustness with Respect to Assumptions 


We conducted robustness checks of some of our key 
assumptions by (1) investigating whether observed hetero- 
geneity and time variance influence the customer’s propen- 
sity to evolve and (2) modeling a relationship between tnal 
and posttrial parameters To investigate the first issue, we 
estimated models with q, a function of customer variables 
(age, gender Model A) and time-varying variables includ- 
ing marketing (Model B), lagged channel choice, lagged 
product returns, age, and gender (Model C), and lagged 
product returns (Model D) We found that none of these 
models improved over our proposed model, which assumes 
that qı vares randomly across customers and does not 
change over time (see Table 5) The proposed model's supe- 
riority to Model B indicates that marketing does not sigmf- 
icantly affect the length of the trial period The comparison 
with Model D suggests that at least one measure of unsat- 
isfying experience— product returns—does not encourage 
learning A possible reason for this 1s that returning a book 
is not an unsatisfying experience This ısın line with previ- 
ous work showing that when firms effectively manage ser- 
vice failure, a negative experience might turn into a pos- 
itive one Product returns can contribute to generate cus- 
tomer satisfaction and reinforce the relationship with the 
firm (Petersen and Kumar 2009) 

To investigate the second issue, we posited a general cor- 
relation matrix 1n model parameters across both stages or 
made the posttrial parameters functions of the trial param- 
eters plus age, gender, and first channel chosen None of 
these models fit better than the proposed model, or they 


FIGURE 3 
Estimated Trial to Posttrial Learner Migration Patterns 
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Notes Only paths greater than 2% threshold are represented From Table 5, Panel B, customers are classified as more marketing responsive 1f any of their 
four marketing elasticities (catalogs catalog vs store, catalogs Internet vs store, e-mails catalog vs store, e-mails Internet vs store) are above 
the median for that elasticity across customers As long as the customer 1s exceptionally responsive to some form of marketing, we classify him 
or her as highly responsive Although we could have used other classification rules, the 1mportant issue 1s not the level of responsiveness per se 
but rather how marketing responsiveness changes from the trial to the posttrial stage Using this rule, we find that 100% of the learners are highly 
marketing responsive 1n the trial period and 44% 1n the posttrial period We also tested a more restrictive classification rule, requiring two marketing 
elasticities, not one, to be greater than the median Using this rule, the number of responsive consumers decreases (from 100% to 91 6% 1n the trial 
period, and from 44% to 3 6% posttrial), but the same general finding holds Learners are less marketing sensitive after they change 


did not converge (for details, see the Web Appendix W6 at 
http //www marketingpower com/jmnov11) 

Overall, we find that the relatively simple proposed model 
performed better than plausible though more complex mod- 
els It might be that the more complex models overtaxed 
the data or that the proposed model captures the essence 
of decision process evolution, so that elaborations on that 
model do not add significantly more explanatory power 


Replication in a Different Business Context 


We perform a second empirical analysis to validate our 
results ın a different business context We obtained data 
from a US retailer that sells durables and apparel through 
catalogs, stores, and the Internet The company opened two 
stores in July 2000 and May 2001 that were relatively close 
to each other We select a sample of customers who first 
purchased from one of these stores after May 2001 and lived 
within 15 miles of these stores Therefore, we include only 
customers for whom the catalog, Internet, and store chan- 
nels were available The observation period 1s May 2001— 
September 2004 We include only active customers who 
made at least three purchases The final sample size 1s 506 
households We have information on channel choice and 
catalog communications Table 6 summarızes the data 


This 1s a useful data set because the opening of the stores 
ıs a discontinuity ın the customer experience Our theory 
posits that the decision process evolves when consumers 
have the motivation and ability to learn and are unfamiliar 
with the task These conditions apply to our first data set, 
because the customer was just acquired We believe these 
conditions would hold 1n the case of the second data set as 
well, because there has been an abrupt change 1n the channel 
environment Indeed, Moe and Yang (2009) show that dis- 
ruptive events force consumers to reexamine and possibly 
adjust their preferences and habits 

We compare our proposed model with the logit model 
that does not distinguish between trial and posttrial stages 
(Model 1) We also compare with a multinomial logit that 
assumes that each customer changes decision process after 
the same a prion defined number (15) of purchase occasions 
(Model 2) The DIC statistics confirm the superiority of the 
proposed model over Models 1 and 2 (DIC, oposeq = 11,711, 


$We use 15 because this was the median number of purchase 
occasions We tested other numbers and also found the proposed 
model was superior (DIC = 12, 085 5 for 3 purchase occasions, 
11,995 7 for 5, 12,371 5 for 12, and 12,275 5 for 18 versus DIC = 
11,711 0 for the proposed model) 
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TABLE 5 


Robustness Checks for the Proposed Model 
Model Hit Rate 


72 9% 


Description DIC 


Proposed 6525 8 


model 


Two-stage multinomial 
channel choice model 
(Equations 2—5) 

Two-stage multinomial 
channel choice model 
(with q, a function of 
age and gender) 


Two-stage multinomial 
channel choice model 
(with Qw a function of 
marketing) 


Two-stage multinomial 
channel choice model 
(with qı, a function of 
age, gender, lagged 
number of channel 
used, and lagged 
returns) 

Two-stage multinomial 
channel choice model 
(with qq, a function of 
lagged returns) 


Model A 6598 2 53 1% 


Model B 6999 4 49 296 


Model C 7284 8 43 9% 


Model D 72028 42 496 


DIC,,44,; = 12,082, DIC node. = 12,545) This provides 
reconfirmation of H, and H,, that the customer decision pro- 
cess evolves and that this evolution 1s heterogeneous across 
customers The expected value of the probability of chang- 
ing by the end of the data collection 1s 35, which means that 
we expect 35% of customers to have changed their decision 
processes The average probability of changing for stayers 
is 25 and for learners 1s 53 We also find that the expected 
number of purchase occasions a learner needs to update his 


TABLE 6 
Descriptive Statistics for the Durable and Apparel 
Data Set (n = 506) 


Variable M SD Min Max 
Average number of purchase 57 3 1 10 200 
occasions (per year) 
Average number of purchase 149 57 90 300 
occasions over relationship 
Average number of returns 6 11 0 100 
(per year) 
Average number of catalogs 6 8 0 60 
received (per week) 
Age (years) 534 112 330 970 
Channel Usage? 
Mainly catalog 9 3% 
Mainly Internet 5 796 
Mainly store 13 6% 
Catalog and store 20 6% 
Catalog and Internet 4 096 
Internet and store 3 8% 


Catalog, Internet, and store 431% 


?"Mainly" means that at least 95% of purchases were made on 


that channel Similarly, we classified as two-channel users/three- 
channel users those customers who made at least 95% of pur- 
chases using two channels/three channels 
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or her decision process is 11 In contrast, it takes an average 
of 39 purchase occasions for a stayer to change 

Table 7 presents the estimates for the proposed model 
The intercept estimates show that the store 1s preferred over 
both the catalog and the Internet in the trial stage, and 
the magnitude 1ncreases considerably 1n the posttrial stage 
However the pseudo t-statistics for the preference parame- 
ters decrease 1n going from the trial to posttrial stage (from 
77 to 21 for catalog vs store, from 9 6 to 1 9 for Inter- 
net vs store) The number of catalogs sent 1s significant 1n 
the trial stage but not 1n the posttrial stage The pseudo t- 
statistics for catalogs sent decrease from the trial to posttrial 
stages (from 5 1 to 0 0 for catalog vs store, from 2 5 to 05 
for Internet vs store), consistent with the changes in mag- 
nitude In summary, we cannot clearly support an 1ncrease 
ın the 1mportance of preference going from the trial to post- 
tial stage However, we find clear evidence for a decrease 
in the 1mpact of marketing 


Managerial Implications: ldentifying 
Learners and Marketing to Them 


Our results have established that there is a learner 
segment—a segment that significantly changes 1ts decision 
process within a relatively short time However, two ques- 
tions naturally arise In concrete terms, who 1s the learner 
segment? and Can we use this 1nformation to design more 
effective marketing programs? We answer the first question 
with a discriminant analysis and the second with a prof- 
itability scenario of a “right-channeling” strategy 

We hypothesize five variables that should distinguish 
between learners and stayers 


1 Acquisition channel Our focal company predominantly uses 
"street agents" or “door-to-door” agents to acquire cus- 
tomers Street agents approach customers directly outside 
the company's bookstores, door-to-door agents go directly 
to prospects' residences We hypothesize that customers 
acquired through door-to-door agents would be less famil- 
iar with the company and its various marketing channels 
Therefore, they would be more open to information and 
open to learning about the various channels (1 e , they would 
more likely be learners) 


2 Age Younger customers should be more open to exploring 
different channels and thus are more likely to be learners 


3 Gender We have no particular hypotheses on gender, but 
given the literature on. gender differences m shopping, we 
thought 1t was worthwhile to explore this variable 


4 Immediate e-mail suppliers The firm asks for customers’ 
e-mails only when the customer 1s acquired Some cus- 
tomers supply their e-mail addresses immediately, while 
others wait before doing so Therefore, immediate e-mail 
suppliers are customers who provided their e-mail addresses 
at the time of acquisition We hypothesize that the 1mmedi- 
ate suppliers would be more open to information and thus 
more likely to be learners 

5 Big city dwellers Customers who live ın big cities should 
be more familiar with various shopping alternative and thus 
less likely to be learners 


Table 8, Panel A, shows the means of these variables for 
learners and stayers Three of our hypotheses are confirmed 
Learners are more likely to be acquired through door-to- 
door agents, they are younger, and they are more likely to 


TABLE 7 
Estimates of Parameter Means: Two-Stage Channel Choice Model (Durable and Apparel Data Set) 








Catalog Versus Store Internet Versus Store 
Parameter? Elastıcıty” Parameter? Elasticity” 

Intercept 

Trial —146 (19) — —287 (30) — 

Posttrial —33 25 (15 90) — —8 66 (4 60) — 
Catalogs Sent 

Trial 51 (10) 22 35 (14) 17 

Posttrial —01 (282) 04 — 07 (1 44) 09 
Distance 

Trial 14 (02) — 14 (03) — 

Posttrial 163 (108) — 54 (45) — 
State Dependence 

Trial —09 (06) 

Posttrial 235 (2 34) 





aA positive coefficient means that a customer is more likely to choose channel | than the base channel The base channel is the store 

We computed elasticities at the mean value of the continuous variables and the modal of the categorical variables 

Notes Bold indicates that the 95% posterior interval for the parameter does not include zero The standard deviation of the posterior 
distribution is shown in parentheses 


TABLE 8 
Discriminant Analysis and Profitability Scenarios of Marketing to Learners 





A: Mean Characteristics of Learners and Stayers 














p-Value 
Variable Learners Stayers for Difference 
Door-to-door agent acquisition 60 9% 49 796 003 
Age 41 2 years 44 5 years 002 
Gender 70 2% female 72 4% female 525 
Immediate e-mail suppliers 24 9% 27% 000 
Big city dwellers 52 0% 54 4% 533 
B: Classification Matrix of Learners Versus Stayers 
Actual Group Membership 
Stayer Learner Total 

Predicted Group Membership (Number) 

Stayer 708 80 788 

Learner 85 145 230 
Predicted Group Membership (Conditional 

Probability of Correct Prediction) 

Stayer 89 8% 10 2% 100% 

Learner 37 0% 63 0% 100% 
Hit Rate = (708+ 145)/1018 = 83 8% 

C: Profitability Analysis: E-Mail-Early Versus E-Mail-Late Strategy? 
Profits per Purchase Occasion Web Use 

Strategy First Period Second Period Entire Period First Period Second Period Entire Period 
E-mail early $16 81 $14 22 $15 52 88 4% 49 4% 68 9% 
E-mail late $11 08 $13 99 $12 54 5 9% 46 2% 26 0% 





We used customers who had at least seven purchases We noted the number of e-mails each customer received Then we reallocated them 
to a 70-30 split for the e-mail-early strategy and a 30-70 split for the e-mail-late strategy The e-mails were used on purchase occasions 1, 
2, and 3 (early) and 5, 6, and 7 (late), with the exact number depending on the number of e-mails the customer received and the allocation 
dictated by the strategy being simulated 
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supply their e-mail address immediately Our next step 1s 
to estimate the discruminant function to use for classifica- 
ton Results are shown ın Table 8, Panel B 7 The hit rate 1s 
83 8%, significantly better than the random assignment stan- 
dard of 65 5% (p-value = 000) (Ciy 1n Lehmann, Gupta, and 
Steckel 1998, p 663) The model does not perform equally 
well ın classifying learners 37% of learners are mısclassı- 
fied However, 63% of our predicted learners are actually 
learners, whereas only 10 2% of the predicted stayers turn 
out to be learners In summary, the discriminant analysis 
shows we can identify the learners 1n concrete terms and 
classify customers as either learners or stayers 

By definition, the learner segment changes its decision 
process relatively quickly after acquisition To illustrate the 
implications of this and how our discriminant analysis could 
be used 1n marketing to this group, we conduct a profitabil- 
ity analysis involving nght-channeling learners We assume 
the firm’s profit margin 1s higher for Internet purchases 
(50%) versus catalog or store purchases (30%) Therefore, 
the company wants to encourage learners to use the Inter- 
net, and it knows that e-mails tend to do this (Table 3) 
The question 1s, Should those e-mails be used directly after 
customer acquisition, or later, after the customer has had 
a chance to get "settled"? Our results suggest the “e-maıl- 
early" approach 1s better because learners are more receptive 
to marketing directly after they have been acquired 

The e-mail-early strategy allocates e-mails toward the 
purchase occasions immediately after the customer has 
been acquired The e-mail-late strategy allocates e-mails 
toward the later purchase occasions We use the discrim- 
inant function to identify learners and the parameter esti- 
mates obtained at the individual level to simulate channel 
choices under each strategy Table 8, Panel C, summarizes 
the results and shows that, as we expected, the e-mail- 
early campaign generates approximately 24% more profits 
($15 52-—$12 54/$12 54) by encouraging earlier usage of 
the less costly Internet channel This analysis shows that 
learners can be identified sensibly with concrete measures, 
and profits can be leveraged through appropriate marketing 
communication activities 


Conclusions 
Key Results and Implications 


The central questions of this study are as follows (1) Do 
customers evolve to a different channel choice process over 
time? (2) If so, how many customers evolve? (3) How 
can we characterize the decision process of customers who 
evolve? and (4) What are the managerial implications for 
channel management? 

To answer these questions, we characterized the chan- 
nel choice decision process using the three main factors 
that previous researchers have used to study channel 
choice channel preference, state dependence or inertia, and 
marketing We hypothesized that (1) the channel choice 


"Note that ın addition to the variables in Table 8, Panel B, we 
added fixed effects for zip code to control more specifically for 
the Jocation of the customer's residence We included 256 of these 
fixed effects in the discriminant analysis 
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decision process evolves over time, (2) the time of this 
evolution varies across customers, (3) channel preferences 
become more relevant over time, (4) state dependence 
becomes less relevant over tume, and (5) marketing com- 
munication 1s less effective over time We developed a two- 
stage channel choice model to test these hypotheses and 
answer our key questions We investigated customer chan- 
nel choice behavior 1n a contractual setting 1n the book retail 
industry As a robustness check, we analyzed a U S retailer 
of durables and apparel Our key findings and managerial 
implications are as follows 


eCustomers’ channel choice decision processes evolve over 
tme This provides managers with the strategic insight that 
new-to-the-channel customers need to be treated differently 
from mature customers ın terms of channel decisions Opera- 
tionally, ıt means that managers must take into account how 
recently the customer has been acquired 1n predicting channel 
choices 


“A significant portion of customers are expected to shift (rang- 
ing from 22% [newly acquired customers] to 35% [new chan- 
nel introduction]) This suggests that the customer's speed of 
evolution can serve as a basis for segmentation learners versus 
stayers 

*The predominant pattern of evolution is from a more 
marketing-responsive to a less marketing-responsive decision 
process This means that the newly acquired customer or the 
customer who experiences a new channel introduction 1s more 
receptive to right-channeling than the mature customer İn 
general, mature customers will be less amenable to market- 
ing efforts aimed at getting them to try new channels This 
suggests that channel strategies for mature customers should 
ensure these customers are very satisfied with the service expe- 
rience of the channel(s) they have chosen to use 

eLearners can be characterized through dıscrımınant analysis, 
and the discriminant analysis can be used to identify the 
learner segment In our case of the book retailer, we found that 
learners are likely to be acquired through door-to-door agents, 
immediately provide their e-mail addresses, and be younger 
The result ıs a concrete simulation of how managers can iden- 
tify learners and how they might market to them Policy sim- 
ulation can be used to examine the impact of various market- 
ing strategies We illustrate how an e-mail-early strategy can 
increase learners’ profitability Transitioning consumers early 
into the cheapest Internet channel increased the company’s 
profits by approximately 24% 


The key hypotheses that (1) the customer decision process 
evolves, (2) the evolution 1s heterogeneous across cus- 
tomers, and (3) customers become less responsive to mar- 
keting over time were confirmed 1n two databases 1n very 
different situations (after the customer 1s acquired by a book 
retailer and after the introduction of a new purchase channel 
by a durables/apparel retailer) We confirmed our hypothe- 
ses that the process becomes more preference based and less 
inertial over time for the book retailer database but not for 
the durables/apparel database The importance of preference 
in the trial stage 1n the durables/apparel database could be 
due to customers being highly familiar with purchase chan- 
nels ın this industry The type of store the company intro- 
duced was similar to that of other U S competitors There- 
fore, adding a store was not an entirely new experience for 
the customer In terms of the learmng theory that motivates 
decision process evolution, customers were relatively famıl- 
lar with the task, which diminished learning 

The most 1mportant conceptual contribution of this work 
is that the customer's channel choice process evolves over 


tme We are encouraged regarding the generalizability of 
this finding in two databases The underlying theoretical rea- 
son for evolution 1s customer learning, stunulated by three 
conditions motivation and ability, lack of task familiarity, 
and dissatisfying experiences To the extent these conditions 
are present in other decision processes (e g , brand choice, 
price search, service usage), we would expect this evolution 
to hold beyond the domain of channel choice 

We do not advocate our model as the only way to model 
this evolution, the main point 1s that evolution should be 
considered ın some way We believe the taxonomy we devel- 
oped for charactenzing the channel choice process (Fig- 
ure 2) 1s useful and produced a revealing portrait of choice 
process evolution (Figure 3) 


Limitations and Further Research 


There are limitations to this study that provide opportu- 
nities for further research First, our work is based on 
what we can observe, namely, customers’ purchase histo- 
res A well-designed panel survey could ennch the char- 
acterization of stayers and learners and, of course, of their 
decision processes 

Second, we estimated different specifications of the pro- 
posed model that relax the assumption of independence 
between trial and posttrial stages Although our results pro- 
vide support for the 1ndependence assumption, the data we 
used might not be strong enough to pick this relationship up 
and/or the alternative modeling specifications might overtax 
the model with too many parameters Additional research 
could investigate this issue further 

Third, the population of interest ın this study 1s heavy 
users who account for high sales This focuses attention on 
the best customers and avoids including customers active 
only during the trial stage Work in the future might exam- 
ine the evolution of the channel choice decision process for 
light users while accounting for customer churn This would 
allow for a more complete analysis of customer retention 
and profitability 

Fourth, we focus on channel choice for the purchase 
decision and do not investigate search behavior (Verhoef, 
Neslin, and Vroomen 2007) Further research might explore 
the choice of channels for both search and purchase and 
the evolution of these two decision processes, but this 
would require the availability of both search and choice 
longitudinal data 

Fifth, we examined the impact of a single disruption ın 
the environment on the ensuing transition from a trial to a 
posttrial decision process A more general analysis would 
observe several disruptions Related to this 1s the ques- 
tion of whether, 1n the face of a disruption, the trial model 
starts from scratch or 1s related to the previous decision 


process the custome: was using To explore this, we exam- 
ined our new store opening data In that case, we had data 
for a subset (n = 115 customers) who purchased before 
the opening of the stores For these customers, we esti- 
mated a binomial logit model for choosing between the cat- 
alog and the Internet during the pre-store-opening period 
We estimated individual-specific coefficients and correlated 
them with the individual-specific coefficient we estimated 
for the trial model We found a correlation of 38 between 
the intercept terms representing preference for catalog ver- 
sus Internet and a correlation of 43 between the catalog 
response coefficients representing impact on catalog choice 
rather than Internet These correlations were both statisti- 
cally significant at the 05 level and, in our view, promis- 
ing given the small sample size and noise level ın the data 
These results also reinforce our conjecture that there was 
no change in the importance of preference associated with 
the opening of the store because of already established task 
familiarity Notably, and consistent with Moe and Yang’s 
view of environment changes as disruptions of customer 
habits, we found virtually no correlation (— 02) between 
the state dependence coefficients Overall, this points to the 
plausibility of multievent modeling 1n which trial decision 
processes build on the decision process that existed before 
the market disruption 

Sixth, we did not examine the specific content of e-mails 
and catalogs as 1t pertains to channel choice Certainly, the 
catalog, for example, listed store locations and included the 
URL of the company’s website However, to our knowl- 
edge, there were no time-specific campaigns to encourage 
customers to use various channels An examination of the 
potential for such campaigns would be interesting grounds 
for further research 

Seventh, a significant finding of our work is that mar- 
keting information affects channel choice ın the trial stage 
but does not affect the timing of moving from the tnal 
to the posttnal stage This suggests that evolution 1s a 
customer-specific trait Our robustness checks venfy this 
result, but ıt 1s possible that ın different contexts, mar- 
keting could influence not only channel choice but also 
the speed of evolution It may be possible to design the 
information content of marketing to influence the timing 
of evolution This would be supported, for example, by 
Petty and Cacioppo (1986, p 126), who suggest that the 
ability to learn can depend on the message We believe 
this 1s a fertile area for further research in the context of 
learning new decision processes, the domain of our work 
Eighth, the focus of this study 1s on the customer channel 
choice decision process Further research might also investi- 
gate whether other aspects of the customers’ decisions, par- 
ticularly purchase incidence and purchase quantity, evolve 
Over time 
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Social Capital of Young Technology 
Firms and Their IPO Values: The 
Complementary Role of Relevant 

Absorptive Capacity 


The strategic importance of business-to-business (B2B) relationships is well recognized, but their financial impact 
remains equivocal This study links social capital from three types of B2B networks of young technology firms with 
their initial public offering (IPO) value The authors identify three relevant types of absorptive capacity that facilitate 
the transformation of B2B social capital into IPO value For the transformation to occur, the authors find that young 
firms need not only the opportunity to access the resources provided by B2B relationships but also the ability to 
leverage them through the complementary capability—namely, absorptive capacity They test the hypotheses on a 
sample of 177 IPOs, and the results are robust to endogeneity concerns and alternative measures As one of the 
first studies in marketing-finance interface to focus on young firms, the findings provide novel insights, such as the 
deleterious financial consequence of having marketing and research-and-development B2B relationships without 
the relevant absorptive capacity The authors conclude with a discussion of managerial implications regarding 
communicating the value of absorptive capacity, disclosure of marketing-related information, and the importance 
of marketing for young technology firms 





Keywords business-to-business relationships, social capital, absorptive capacity, stochastic frontier estimation, 
initial public offering value, marketing-finance interface 


he conceptual literature has recognized that business- ings suggest that 1t might not be that the mere presence or 

l to-business (B2B) relationships are valuable market- absence of B2B relationships 1s critical but that the phe- 
based intangible assets, which constitute social capital nomenon 1s more complex, thus warranting further study 

that can be transformed into financial value (e g , Srivastava, Technology start-ups are an appropriate context to study 


Shervanı, and Fahey 1998, Van den Bulte and Wuyts the value of B2B relationships! In particular, B2B rela- 
2007) However, prior empirical studies provide conflict- tionships can be of importance to young technology firms 
ing evidence on the role of B2B relationships Some sug- and their firm value for several reasons First, such firms 
gest that these external relationships are a valuable source typically do not have the internal resources and capa- 
of resources and thus enhance firm survival and per- bilities and the organizational slack of established firms 


d 
82217v€7777 ANM EE ean - d and thus rely on external B2B relatıonshıps for access 


Kohli 2010) Conversely, others find that such ties do to critical resources and knowledge (eg, Stuart 1998, 
not always translate ito high performance (De Wulf, Uzz 1999) Second, investors are likely to seek indirect 
Odekerken-Schroder, and Iacobucci: 2001, Gulati and signals to assess young firms because these firms have 
Higgins 2003, Guo, Lev, and Zhou 2005) These mixed find- short observable histories and limited performance records 
(e g , Dekinder and Kohli 2008, Stuart, Hoang, and Hybels 
1999) Previous literature has acknowledged that B2B rela- 
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high-technology industries (eg, Aldrich and Fiol 1994) 
In addition, B2B relationships can help young technol- 
ogy firms track dynamic environmental changes and boost 
innovation speed, product adoption, and firm growth (eg, 
Rindfleisch and Moorman 2001) and thus lower investors’ 
uncertainty ın evaluating a firm's value potential 

Against this backdrop, this study explores the conditions 
under which B2B relationships increase start-ups’ share- 
holder value We conduct this research 1n a unique financial 
context, the initial public offering (IPO) market, in which a 
firm seeks public equity investment for the first time The 
IPO ıs a crucial event and the most important corporate 
financing and strategic development decision for a start-up 
firm Although IPO research has proliferated in finance and 
accounting, marketing scholars have not paid much atten- 
tion to this area, though marketing strategies can play an 
important role 1n a young firm's performance (DeKinder 
and Kohli 2008, Luo 2008) Moreover, IPO value provides 
a systematic forward-looking evaluation of young firms’ 
future performance, which 1s ideal for this research con- 
text, because start-up firm value depends to a large extent 
on the expected future performance and growth oppor- 
tunities, while historical financial performance measures, 
such as sales or profitability, are often zero or negative for 
young firms 

Our findings suggest that mere access to social capital 1n 
certain B2B networks does not necessarily benefit a young 
firm's IPO market capitalization However, young firms 
with strong absorptive capacity are better able to leverage 
the social capital accessible to enhance their IPO values 
Thus, this study helps start-up managers develop a better 
understanding of how to realize firm value in the stock 
market by wisely deploying limited resources Specifically, 
they will understand why certain B2B relationships may or 
may not pay off, as well as the complementary capabilities 
required for each type of relationship to maximize its value 
potential In addition, we provide evidence that marketing 
efforts help not only build up social capital but also real- 
ize its financial value This finding helps senior marketing 
managers (eg, chief marketing officers) better communı- 
cate marketing’s value The study also provides managers 
with guidelines for their disclosure strategy 

The study makes two other important contributions First, 
it contributes to the emerging contingency perspective on 
the marketıng-finance interface, which ıs an attempt to 
identify and demonstrate the conditions under which mar- 
keting activities and assets are associated with stock market 
outcomes (eg, Bharadwaj, Tuli, and Bonfrer 2011) Sec- 
ond, this stream of literature almost exclusively focuses on 
large established firms and has, for the most part, ignored 
start-up firms Start-ups are a critical component of the US 
economy, serving as sources of job creation and greater 
productivity and productivity gains than established firms 
(Kauffman Foundation Report 2008) There are signifi- 
cant differences 1n the management and valuation of young 
firms compared with mature firms (e g , Sheth and Sisodia 
2001) Thus, the findings from research on mature firms 
may not apply to start-ups Our findings provide unique 
insights not only for technology entrepreneurs and man- 
agers but also for new venture 1nvestors 

We organize the rest of the article as follows First, 
we review two streams of literature and highlight our 
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theoretical contributions Then, we develop the conceptual 
framework and specify our hypotheses, relying on both 
established theory and five 1n-depth 1nterviews with domain 
experts with investment banking experience Next, we 
present data, methods, and empirical results We con- 
clude with a discussion of the results and implications for 
research and practice 


Prior Research 
B2B Relationships 


Previous research provides mixed results about the influ- 
ence of B2B relationships on firm performance Some 
strategic alliance research shows that forming alliances 
increases alliance participants’ stock market performance 
(eg, Chan et al 1997, Das, Sen, and Sengupta 1998, 
Kalaignanam, Shankar, and Varadarajan 2007, Swamı- 
nathan and Moorman 2009) In contrast, other studies find 
that alliances have a value-reducing effect (Guo, Lev, and 
Zhou 2005) or have no significant impact on firm value 
(Gulati and Higgins 2003) Among the studies focusing on 
customer relationships, some suggest that relational con- 
structs such as relationship quality and satisfaction posi- 
tively influence the seller’s sales, profit, and share of wallet 
(eg, Morgan and Hunt 1994, Tuli, Bharadwaj and Kohli 
2010), while other researchers show no significant impact 
(eg, De Wulf, Odekerken-Schroder, and Jacobuccı 2001, 
Gruen, Summers, and Acito 2000) Palmatier et al's (2006) 
review concludes that the mixed findings imply that the 
effect of B2B relationships on firm performance may be 
contingent on other nonmodeled factors 


Absorptive Capacity 


Cohen and Levinthal (1990) introduce the concept of 
absorptive capacity as a firm's ability to 1dentify, assimilate, 
and exploit external knowledge Research on absorptive 
capacity has proliferated since then because the construct 
provides a unique viewpoint and can be applied to many 
research areas (Lane, Koka, and Pathak 2006) Absorptıve 
capacity has been associated with both intra- and interorga- 
nizational learning and 1s recognized as playing a key role 
in B2B relationship performance (e g , Lane and Lubatkin 
1998) Scholars have unveiled the importance of absorbing 
implicit or tacit knowledge (1e, “know-how” ın addition 
to the simple “know-what”, eg, Narasimhan, Rajiv, and 
Dutta 2006, Sımonın 1999) However, extant studies have 
almost exclusively focused on research and development 
(R&D) (Lane, Koka, and Pathak 2006), largely 1gnoring the 
learning and knowledge absorption that commonly exist in 
other contexts 

In this study, we incorporate these two streams of liter- 
ature in addition to marketing strategy, finance, and social 
network research and draw on interviews with investment 
bankers to investigate the financial impact of social capı- 
tal from different types of B2B relationships—as well as 
the moderating role of absorptive capacity—in the con- 
text of young firms at IPO Our work departs from and 
extends existing research in at least four ways First, it 
enriches the B2B literature by demonstrating the contingent 
value of various types of B2B relationships, thus resolving 
the conflict in the extant findings about B2B relationships’ 


impact on firm performance Second, previous absorptive 
capacity research has merely considered R&D or techno- 
logical know-how We introduce and measure marketing 
know-how and customer know-how absorptive capacities to 
match specific types of B2B relationships Third, sociology 
studies argue that social capital can contribute to finan- 
cial capital, but researchers have attempted only limited 
empirical testing of this expectation We provide real-world 
evidence for B2B network capital’s financial value More 
important, we demonstrate that while B2B relationships 
provide access to resources (1 e , opportunity), firms require 
absorptive capacity (1 e , ability to leverage the resources) to 
deliver financial value and thus contribute to the marketing— 
finance interface literature Finally, our focus on start-ups 
adds unique insights to the entrepreneurship literature 


Conceptual Framework 


Social capital 1s “the aggregate of the actual or poten- 
tial resources linked to possession of a durable network 
of more or less institutionalized relationships” (Bourdieu 
1985, p 248) It consists of (1) the relationship itself 
providing access to resources possessed by the associates 
and (2) the nature and amount of those resources (Portes 
1998) We capture the nature of the resources by classi- 
fying start-ups’ B2B relationships into three types R&D 
alliance relationships, marketing alliance relationships, and 
key customer relationships In the social network literature, 
a node with greater centrality has access to more resources 
from the other nodes (Tsai and Ghoshal 1998) Thus, we 
employ the local (ego) centrality—that 1s, the number of 
ties a firm has in each type of its B2B networks—to capture 
the amount of resources (e g , Scott 2000) 

To determine the financial outcome, IPO value, we fol- 
low Srivastava, Shervani, and Fahey”s (1998) logic by 
analyzing the level (cash inflows, outflows), timing, and 
volatility of a young technology firm's future cash flows 
Table 1 summarizes the potential impact of three types of 
B2B relationships Figure 1 provides an overview of the 
conceptual framework 


The Impact of R&D Alliance Relationships on 
IPO Value 


Positive impact Research-and-development alliances ın- 
volve R&D and innovating activities Technological 1nnova- 
tions have become increasingly complex and require exten- 
sive resources (eg, Sorescu and Spanjol 2003) Social 
capital from R&D alliances 1s a critical source of resources 
for a young technology firm's R&D activities, which in 
turn influence its cash flows First, R&D alliances help 
enhance the level of future cash flows by reducing the 
cash outflows Because of great operational risks, start- 
ups typically face high financing costs (eg, high inter- 
est on debt, Uzzı 1999) Moreover, R&D alliance partners 
often provide financial resources and thus lower the financ- 
ing cost for a young firm's R&D activities For example, 
start-up İnktomı Corporation obtained $2 million ın funding 
from Intel under their R&D alliance agreement Research- 
and-development alliance partners may also provide estab- 
lished R&D resources (e g , laboratories, equipment), thus 
reducing the start-up's own R&D expenditures Moreover, 
such alliances are likely to reduce the young firm's R&D 


costs through economies of scale and scope (e g , Gomes- 
Casseres 1997) 

Second, R&D alliances help accelerate the speed of 
cash flows Rich resources (including knowledge and ınfor- 
mation) brought by R&D alliance partners enable timely 
response to critical 1nformation (Lane and Lubatkin 1998) 
and help 1dentify technological advancements and opportu- 
nities more quickly In addition, R&D partners bring about 
rapid prototyping, which shortens the new product devel- 
opment (NPD) cycle and speeds up cash flows (Thomke 
1998) 

Third, R&D alliances help reduce the volatility of cash 
flows Innovation 1s widely recognized as highly risky (eg, 
Sorescu and Spanjol 2008) Pooled technological and finan- 
cial resources ın R&D alliances put young firms ın a better 
position—in a jointly developed and well-funded laboratory 
with many experienced scientists—to lower the risks inher- 
ent ın innovation processes (Deeds and Hill 1999) The 
investment bankers we interviewed also echoed the R&D 
alliances’ impact on the risk of future cash flows, suggest- 
ing that while R&D partnerships are expected for estab- 
lished firms, for young firms they are critical because they 
serve as a stamp of approval As one investment banker 
articulated, "[the presence of R&D alliances] shows that 
you are a company that can operate at that level and 
lowers business risk, which should enhance the multiple an 
investor would pay for the business ” 

As a young firm’s number of R&D alliance relation- 
ships (or R&D alliance network centrality) increases, it 1s 
exposed to more R&D resources (Tsai and Ghoshal 1998) 
Richer resources enhance all three effects—reduction in 
cash outflows and cash flow volatilities and acceleration of 
cash flows—uincreasing the net present value of cash flows 
and thus the IPO value 


Negative impact Joming R&D alliances may decrease 
start-ups’ financial value First, financially constrained 
firms, such as start-ups, have lower negotiating power and 
tend to give up too much of their ownership when enter- 
ing alliances This is called the risk of equity relinquish- 
ment (Aghion and Tirole 1994, Guo, Lev, and Zhou 2005), 
R&D alliance partners may make use of their resource 
advantage to behave opportunistically at the expense of the 
young firms Young firms are thus not likely to obtain fair 
gains from the value created in the alliance The investment 
bankers we interviewed agreed with this view, as exempli- 
fied by the following statement “If the partner can extract 
all the value out of the relationship, — partnerships can be 
a detractor of value” 

Moreover, R&D alliance relationships run the nsk of 
leakage of strategically important knowledge to competi- 
tors, especially if the opportunistic partner has or builds 
ties with the start-up’s competitors (Dutta and Weiss 1997) 
Such partners may also play one partner against the other 
(re, the divide et impera principle) and thus appropn- 
ate gains from the relationship (Van den Bulte and Wuyts 
2007) This 1n turn can reduce the level of cash flows and 
increase the volatility and vulnerability of cash flows 

Research has found that nearly half of R&D alliances 
underperform (Park and Ungson 2003) One explanation 1s 
the tendency of alliance partners to reject external knowl- 
edge, a tendency labeled as the “not invented here” (NIH) 
syndrome (Katz and Allen 1982) This syndrome may 
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TABLE 1 


Impact of B2B Relationships on Young Technology Firms’ IPO Value 


e 


R&D Alliance 
Relationships 


Marketing Alliance 
Relationships 


Key Customer 
Relationships 


ĖS 


Effects on the Level of Cash Flows 
Positive impact on elAC +] Reduce R&D costs 


IPO value (increase e[AC +] Enhance R&D 
the level of cash capabilities and future 
flows) cash inflows 


Negative impact on 
IPO value (decrease 
the level of cash 
flows) 


e[AC —) Increase the 
likelihood of equity 
relinquishment 

«[AC —] Increase the risk 
of leakage of strategically 
important knowledge to 
competitors 








Effects on the Speed of Cash Flows 
Positive impact on e[AC +] Facilitate faster 
IPO value (increase response to critical 
the speed of cash information (e g , new 
flows) technology development) 
e[AC +] Shorten NPD 
cycle 


Negatıve ımpact on 
IPO value (decrease 
the speed of cash 
flows) 


e[AC —] NIH syndrome 
may prevent speedy 
acceptance of external 
technological knowledge 





Effects on the Volatility of Cash Flows 
Positive impact on e[AC +] Reduce the risks 
IPO value (decrease in R&D processes and 
the volatility of cash the chance of R&D 
flows) failures with pooled 
resources, thus 
increasing the 
predictability and stability 
of future cash flows 
eProvide positive signal to 
Investors and reduce their 
perceived business risks 


Negative impact on 
IPO value (increase 
the volatility of cash 
flows) 


e[AC —| Reduce the 
predictability of future 
cash flows due to the risk 
of equity relinquishment 
efAC —] Reduce the 
predictability of future 
cash flows as the risk of 
know how leakage 
Increases 





e[AC +] Reduce marketing 
and sales costs 

elAC +] Enhance 
marketing capabilities and 
future cash inflows 








e[AC —] Increase the 
likelihood of equity 
relinquishment 

efAC —1 Constrain future 
sales growth if young 
firms overrely on partners' 
marketing capabilities 





eFacilitate market 
penetration 

ePenetrate a larger 
proportion of the world 
markets quickly 


efAC —] Deter the 
development of young 
firms' own marketing 
capabilities if young firms 
overrely on alliance 
partners' marketing 
capabilities 





ePromote better channel 
coordination and 
operations stability 
eAccess to partners' 
customer base, reducing 
the variability in sales 
e[AC +] Reduce variability 
in future revenues and 
costs as young firms 
develop their own 
marketing capabilities and 
assets 
e[AC —] Increase the 
uncertainty of long-term 
marketing success if the 
young firms overrely on 
alliance partners’ 
marketing capabilities 
e[AC —] Increase 
unpredictability due to the 
risk of equity 
relinquishment 











e[AC +] Reduce the cost of 
goods sold 

e[AC +] Increase the key 
customers' willingness to 
purchase and thus enhance 
sales 


eConstrain future sales 
growth, as substantial 
relationship-specific 
investments reduce the 
amount of resources 
available to explore other 
markets and service other 
customers 


e[AC +] Facilitate reaction to 
changes in key customer 
needs and thus enhance the 
speed of product 
development or adjustment 

elAC +] Facilitate customer 
adoption 


e[AC —] Reduce the speed of 
converting sales revenue 
into cash flows because 
firms do not want to risk 
their relationships with key 
customers by imposing 
late-payment penalties 








eProvide smooth revenue 
streams 

e[AC +] Reduce the variance 
ın transaction costs 

elAC +] Reduce the chance 
of being rejected for 
unsuitable offerings 

e[AC +] Reduce the variance 
in inventory costs (may not 
be as relevant to firms in the 
software industry) 








elAC -] Increase the risks of 
credit concentration 

e[AC -] Increase the 
vulnerability of cash inflows 
when key customers switch 
to competitors 








ee ——— —— ———————ÁÀ1 


Notes [AC +/-] signiftes that the particular impact can be enhanced/mitigated by relevant absorptive capacity (logics are explained in the main 


text) 
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FIGURE 1 
Conceptual Framework 
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have a pernicious effect on the adoption speed of external 
knowledge from the alliance partner and thus eventually 
negatively affect the speed of cash flows of the firm In 
summary, joining R&D alliance relationships can have both 
positive and negative influence on JPO value, the overall 
effect 1s unclear 


The Moderating Role of R&D Absorptive Capacity 


To effectively transform social capital into financial value, 
a firm needs to actively deploy the B2B resources and 
convert them to a desired end The resource-based view 
contends that a firm should develop relevant capabilities 
to identify and utilize resources such as external knowl- 
edge (e g , Bharadwaj, Varadarajan, and Fahy 1993) Prior 
research has referred to this capability as absorptive capacity 
(Cohen and Levinthal 1990) Following Narasimhan, Rajıv, 
and Dutta (2006), we conceptualize absorptive capacity as 
the efficiency of a firm to absorb external know-how, com- 
pared with what 1t could have absorbed given the relevant 
resources 1t can access We view it as a complementary 
capability but go beyond the traditional notion (Milgrom 
and Roberts 1995) by noting that absorptive capacity not 
only enhances the benefit of these B2B relationships but 
also mitigates the negative effects This view ıs consis- 
tent with the growing sentiment that 1solated resources or 
capabilities, however valuable, may not be effective as sin- 
gle assets for strategic activities (Moorman and Slotegraaf 
1999) Rather, the value of these assets arises from com- 
plementarities, or the way they interact to affect perfor- 
mance We label the efficiency of absorbing technological 
and R&D know-how as R&D absorptive capacity Notably, 
R&D absorptive capacity coincides with the traditional 
conceptualization of absorptive capacity, which takes an 
R&D focus 





Strong R&D absorptive capacity facilitates ınterorganı- 
zational learning and enables a firm to recognize and syn- 
thesize external knowledge The learning effects enhance 
the economies of scale and synergies in R&D alliances 
(eg, Sampson 2007), which further increase a start-up's 
R&D cost efficiency (further reducing cash outflows) and 
decrease its risk of R&D failure (further increasing the pre- 
dictability of the future cash flows) Reduction in R&D 
failures or iterations also further shortens the NPD cycle 
(further accelerates cash flows) 

In B2B networks, knowledge 1s embedded 1n a social con- 
text, making 1t more unique, less ımıtable, and thus more 
likely to create strategic value (Spender 1996) Absorption 
of such tacit knowledge helps a firm build up its unique 
R&D capabilities, which are rare, imperfectly tradable, and 
costly to imitate The tacitness makes ıt difficult for R&D 
alliance partners to pass on strategic information about the 
start-up to other firms, thus limiting the potential of play- 
ing one partner against another and lowering the vulnerabil- 
ity 1n future cash flows More important, the unique R&D 
capabilities form the basis of competitive advantage, pre- 
dicting superior future R&D performance (e g , Bharadwaj, 
Varadarajan, and Fahy 1993) This not only enhances future 
cash inflows for the young firm but also potentially increases 
the total size of the pie (greater expected outcomes from 
the R&D alliance that are to be shared among the partners) 
and provides the start-up with greater negotiation power 1n 
equity discussions with its alliance partners, mitigating the 
risk of equity relinquishment 

A firm with strong R&D absorptive capacity 1s likely 
to develop common language and shared experiences with 
R&D alliance partners This should enable the young firm 
to more readily accept external knowledge from R&D part- 
ners, thereby minimizing the negative effects of the NIH 
syndrome in alliances (Cohen and Levinthal 1990) As 
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investors tend to seek indirect signals to assess start-ups, 
a firm with stiong absoiptive capacity can convey a pos- 
itive signal to investors regarding their ability to benefit 
from R&D alliance relationships and alleviate investors’ 
concerns about the potential negative effects Thus 


H, The positive (negative) effect of a young technology firm’s 
R&D alliance relationships on the IPO value 1s enhanced 
(mitigated) by its R&D absorptive capacity 


The Impact of Marketing Alliance 
Relationships on IPO Value 


Positive impact Marketing alliances involve activities 
such as cobranding, joint marketing, and sharing of dis- 
tribution channels Marketing alliance relationships can 
also have impact on IPO value by influencing a start-up’s 
future cash flows First, marketing alliance relationships 
help decrease cash outflows as the partners’ experienced 
marketing and sales forces reduce the start-up’s marketing 
and selling expenditures and lower the chance of failures 1n 
product introduction and promotional campaigns (Comanor 
1965) 

Second, marketing alliance partners' established distribu- 
tion channels facilitate market penetration (Mitchell 1989) 
and accelerate cash flows An investment banker pointed 
out that a key driver of Monster Beverage's value ıs its 
distribution partnership with. Anheuser-Busch In a global 
market context, marketing alhances enable quicker pene- 
tration of a larger portion of the world markets simultane- 
ously For example, an alhance with AskNet expands the 
software start-up InterVideo's European market presence 

Third, marketing alliances can decrease the volatility 
of cash flows because the partners’ established supply 
chains enhance channel coordination and promote stability 
in operations In addition, marketing alliances entail access 
to the partners’ existing relationships with customers or 
retailers (Swaminathan and Moorman 2009) For example, 
Kana Communications was allowed access to the user base 
of its partner NISUS, similarly, BottomLine gained access 
to PeopleSoft’s customers upon alliance formation Access 
to loyal customer bases 1s valuable because revenues from 
such customers are less susceptible to competition (Tuli, 
Bharadwaj, and Kohli 2010) 


Negative impact. Despite the previously mentioned three 
benefits, marketing alliances also expose young firms to 
greater risks of equity relinquishment Most marketing 
alliance partners are established firms and are likely to 
seek ownership of the products Because of financial con- 
straints, young firms may concede too much of the owner- 
ship when joining marketing alliances (Aghion and Tirole 
1994) Here, a disproportionate share of the value cre- 
ated 18 appropriated by the established alliance partners 
rather than the young firms themselves, therefore nega- 
tively influencing investors’ assessment of young firms’ 
value The situation can be worsened by the danger of 
dependence (Miles, Preece, and Baetz 1999), that 1s, when 
young technology firms overrely on their partners’ mar- 
keting capabilities Such firms can expect limited future 
growth potential, delayed development of their own mar- 
keting capabilities, and increased uncertainty in their future 
marketing success after marketing alliances terminate (thus 
decreasing the expected level and speed of future cash flows 
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and increasing the expected volatility of future cash flows) 
As one of the investment bankers pointed out, “develop- 
ment of a unique marketing capability obviously has more 
value for a company than 1f ıt 1s dependent on someone else 
to market their offerings alone" Thus, marketing alliance 
relationships can also lower IPO value 


The Moderating Role of Marketing 
Absorptive Capacity 


Previous literature has discussed absorptive capacity almost 
exclusively 1n terms of absorbing R&D or technological 
know-how We conceptualize the efficiency with which a 
firm absorbs marketing know-how relative to what 1t could 
have absorbed given the marketing resources 1t deploys, as 
marketing absorptive capacity 

A young firm with strong marketing absorptive capacity 
is more likely to grow marketing knowledge and enhance its 
own marketing capabilities through the transfer of knowl- 
edge ın its alliance network With their own marketing capa- 
bilities developed, a firm 1s less likely to overrely on its 
partners' brands, channels, and marketing support and be 
subject to the “danger of dependence" (which influences 
level, speed, and volatility of cash flows, as mentioned pre- 
viously) As an investment banker concluded, “Having your 
own marketing capability typically means you can capture 
more economics of a transaction " Capabilities built on tacit 
knowledge are unique and less imitable They lead to com- 
petitive advantage and promote future marketing success, 
predicting greater and less volatile cash inflows Moreover, 
a young firm with strong marketing absorptive capacity may 
create more value out of the alliance cooperation, and thus, 
holding share of the value constant, the alliance partner may 
get a larger amount of benefit This ability may provide the 
young firm with a better bargaining position and reduce its 
likelihood of conceding a disproportionate share of equity to 
the alliance partner In summary, absorptive capacity facil- 
itates the development of marketing capabilities, alleviates 
the danger of dependence, and minimizes the potential risk 
of equity relinquishment Formally, 


H, The positive (or negative) effect of a young technology 
firm’s marketing alliance relationships on the IPO value 
is enhanced (or mitigated) by its marketing absorptive 
capacity 


The Impact of Key Customer Relationships 
on IPO Value 


Positive impact. Key customer relationships are a firm's 
relationships with its business customers that contribute 
a significant portion of its sales Social capital from key 
customer relationships helps decrease cash outflows as the 
growing mutual understanding, trust, and solidarity ın key 
customer relationships reduce transaction costs such as cost 
of contracting (e g , Ganesan 1994) Firms with more key 
customer relationships are also likely to have more effective 
inventory and distribution management than firms with high 
customer turnover (e g , Kalwanı and Narayandas 1995), 





? Although our arguments on inventory/distribution costs hold 
for most young technology firms, including those 1n the computer 
industry, they may not be as relevant to the software industry 


leading to reduction in inventory and distribution costs and 
thus lower cash outflows 

Key customer relationships also help accelerate cash 
flows The solidarity and trust in these relationships tend 
to provide early access to private information on customer 
needs (Tuli, Bharadwaj, and Kohli 2010) This enables the 
young firm to quickly detect and react to the changes in 
customer needs, thus reducing the NPD cycle Key cus- 
tomer relationships also enable a richer understanding of 
the customers’ operational and political environment, which 
increases the likelihood and speed of customer adoption 
(Tuli, Kohli, and Bharadway 2007) 

Young firms’ cash flow volatilities can also be low- 
ered when they possess key customer relationships These 
customers may provide smoother revenue streams (eg, 
Tuli, Bharadwaj, and Kohli 2010) and, thus, more stable 
cash flows In addition, as a firm gains experience work- 
ing with a customer, its better understanding of customer 
needs reduces the risks of being rejected for unsuitable 
offerings Moreover, as a young firm becomes familiar 
with key customers’ demand patterns, 1t can anticipate and 
make appropriate adjustments to its manufacturing cycle 
(Kalwanı and Narayandas 1995) This capability to adjust 
production cycles can reduce the instances of high customer 
order demand coinciding with low firm inventory levels and 
vice versa (Bharadwaj, Varadarajan, and Fahy 2007), thus 
decreasing the variability of inventory costs In line with 
the logic of key customer relationships’ reducing the vari- 
ance of cash flows, an investment banker opined that if 
a start-up has an established relationship with a customer, 
“you should apply a lower discount rate to these cash flows 
given that there 1s more certainty” 


Negative impact Developing key customer relationships 
often requires substantial relationship-specific investments 
that may have little or no value outside the relationship 
(eg, Heide and John 1990) This can limit the supplier 
firm's resources available to service other customers or 
explore other markets, thus placing constraint on the firm's 
sales growth or cash 1nflows For example, Miles and Snow 
(1992) suggest that the focus on servicing a small num- 
ber of customers could make a supplier less competitive ın 
other markets Similarly, others find that a tight coupling 
with customers could restrict the vision of the firm and 
hurt its competitiveness in the long run (Danneels 2003) 
The speed of converting sales revenue into cash flows can 
also be slowed down by key customer relationships because 
many young firms do not want to risk their relationships 
with key customers by imposing severe late-payment penal- 
ties (e g , Summers and Wilson 2003) 

Because key customers contribute a significant propor- 
tion of a firm's sales, the risks of credit concentration might 
raise 1nvestors' concerns about the firm's ability to collect 
future cash inflows (e g , Pike and Cheng 2001) Significant 
customers can also pose a threat to a start-up's survival and 
stability of its cash flows if they ever switch As an invest- 
ment banker observed, “Relationships with customers are 
important, particularly 1f you have any customer concentra- 
tion, which can act as a red flag to the investors that you 
are susceptible to losing a big chunk of your business or 
that they have negotiating power over you when it 1s time 
to renegotiate price, etc” In summary, the 1mpact of key 
customer relationships on IPO value 1s inconclusive, with 
both the positive effects and negative effects considered 


The Moderating Role of Key-Customer 
Absorptive Capacity 


"Key-customer absorptive capacity” refers to the efficiency 
with which a firm absorbs know-how about its key cus- 
tomers relative to what 1t could have absorbed given the 
key customer relationship resources it accesses Strong 
absorptive capacity enhances the supplier firm's under- 
standing of customer needs and thus enables the firm to 
develop products that provide a better fit than its com- 
petitors (Hoch and Deighton 1989) This facilitates the 
development of the young firm's competitive advantage and 
increases customers’ dependence on the firm, resulting ın 
the customers' willingness to purchase a broader array of 
products, which ın turn increases the relationship scope and 
sales (Kalwam and Narayandas 1995) Thus, the impact 
of key customer relationships on the level of cash inflows 
is further enhanced as absorptive capacity increases Key- 
customer absorptive capacity also enhances the effect of 
learning and relationship-specific economies of scale (John- 
son and Selnes 2004), which reduce unit costs and thus 
further lower the level of cash outflows 

As customers’ dependence on the supplier firm increases, 
they have a greater motivation to maintain the ongoing rela- 
tionships This could mitigate the risk of customer switch- 
ing (thus decreasing the volatility of future cash flows) 
and help reduce accounts receivables (thus accelerating 
the speed of converting sales revenue into cash flows and 
minimizing credit risks) The growing mutual dependence 
between the fixm and its key customers can enable access 
to more private information, which helps the suppler firm 
make more effective manufacturing adjustments that lead 
to even lower variance 1n the cost of goods sold Better 
and deeper customer knowledge brought about by strong 
absorptive capacity also further enhances product develop- 
ment speed and customer adoption rate, thus speeding up 
cash flows In summary, absorptive capacity reinforces the 
positive effects and minimizes the negative effects of key 
customer relationships on the level, speed, and volatility of 
cash flows Therefore, 


H, The positive (or negative) effect of a young technology 
firm’s key customer relationships on the IPO value 1s 
enhanced (or mitigated) by its key-customer absorptive 
capacity 


Data 


We combined several secondary data sources 1n this study 
We obtained a list of first-time-IPO firms 1n the computer 
(standard 1ndustrial classification [SIC] 357) and software 
(SIC 7371 and 7372) industnes from 1996 through 2006 
from Thomson Financial Global New Issue Database— 
excluding those whose IPO prospectuses could not be 
located Then, we searched for and confirmed pre-IPO 
information about alliance type, alliance partners, and key 
customers for each company from SDC Platinum, IPO 
prospectus, Securities and Exchange Commission (SEC) 
10-K filings, and FACTIVA We used the databases of the 
National Bureau of Economic Research and the United 
States Patent and Trademark Office for patent, patent cita- 
tion, and trademark data We collected IPO value, ven- 
ture capital 1nvolvement, upper-echelon information, and 
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accounting data from multiple sources, including [PO 
prospectuses, Thomson Financial, the Center for Research 
in Security Pnces, COMPUSTAT, and SEC 10-K filings 
We found the number of selling and marketing employees 
from the “Employees” sections ın IPO prospectuses and 
SEC 10-K filings We obtained a final sample of 177 IPO 
firms, including 70 firms in the computer industry and 107 
firms 1n the software industry, with an average age at IPO 
of 77 years In addition to these IPO firms, we obtained 
information from Standard & Poor's NetAdvantage on 116 
private companies 1n the computer and software sector that 
were founded 1n the same period as our sample but did not 
offer an IPO 


Measures 


Dependent variable IPO value We employ four alter- 
nate measures for IPO value (IPOV) First, following Guo, 
Lev, and Zhou (2005), we calculated the initial offer value 
by multiplying the initial] offer price (midpoint of the 
expected offer price range established by the underwriters 
filed with SEC) by the expected number of shares outstand- 
ing after IPO Second, we obtained from the front page of 
the IPO prospectus the total price to public (1e, the prod- 
uct of price per share and number of shares to be offered) 
Third, because the finance literature has noted the common 
phenomenon of underpricing 1n IPO, we employ the firms’ 
market value at the end of the first trading day and at the 
end of the 90th day after IPO (calculated by multiplying 
the closing price with the number of shares outstanding on 
the relevant day) for robustness checks 


R&D alliance relationships The R&D alliance relation- 
ships variable (RAR) 1s a count of a young firm's partners 
in the active R&D alliances ın which it participated before 
its IPO date In other words, we use the absolute local cen- 
trality measure (the number of links 1ncident on an actor) 
to capture the amount of social capital, the same as the ego 
degree centrality ın an ego network of R&D alliance rela- 
tionships, with the young technology firm as the ego (eg, 
Everett and Borgatti 2005, Freeman 1982) 


Marketing alliance relationships The marketing alliance 
relationships variable (MAR) 1s a count of a firm’s unique 
partners 1n the active alliances involving marketing activ- 
ities ın which the firm participated before its IPO date 
These counts include, for example, cobranding alliances, 
joint-marketing alliances, channel-sharing alliances, and 
product-integration alliances 


Key customer relationships The key customer relation- 
ships variable (KCR) 1s a count of significant customers 
from which a firm has generated revenues for two consec- 
utive years or longer? To be considered a key customer 
relationship, a relationship must not be reported as termi- 
nated 1n the IPO prospectus 





*Companies report “major customers” or “customer concentra- 
tion" (e g , individual customers that contribute to 10% or more 
of the firm's annual revenues in the past years) ın ther IPO 
prospectus and statements of income Companies also report the 
termination of major selling contracts or customer relationships 
in their SEC filings We also searched the companies around their 
IPO dates 1n FACTIVA to check for news about the termination of 
customer relationships We include only active and current rela- 
tionships because only these are likely to affect future cash flows 
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Absorptive capacity Absorptive capacity 1s the efficiency 
of absorbing know-how, given the amount of resources 
available The production frontier model ın economics (e g , 
Silberberg 1990) states that the maximal amount of know- 
how absorbable for firm 1 can be written as a function of the 
resources the firm accesses (Narasimhan, Rajıv, and Dutta 
2006) 


(M1) Ym “ f(X, Resources,, a), 


where 


yy = the maximal amount of know-how absorbable, 
X = a vector of resource inputs, and 
a — a vector of parameters for the resources 


On the basis of the literature, we classify the fac- 
tors that influence the maximal amount of know-how 
absorbable (1e, X variables) into three categories internal 
resources, external resources, and market conditions Spe- 
cific variables 1n each category can vary for different types 
of know-how absorbable (We present the detailed model 
specification for each type of know-how next) However, 
firms often cannot reach the maximal level 1n the frontier 
One reason 1s the random shocks, such as luck and other 
random factors out of a firm's control The other reason 1s 
the inefficiency of a firm 1n absorbing know-how 

To put 1t formally, the amount of know-how firm 1 actu- 
ally absorbs 1s 


(M2) y,,=f(X, Resources,, a) x exp(s,) x exp(—7,), 


where 


Ya = the actual amount of know-how absorbed, 
e = 1s the random shock, and 
1 = the inefficiency of absorbing know-how, v > 0 


Because absorptive capacity 1s the efficiency of absorb- 
ing know-how, we can derive absorptive capacity measures 
using the estimation of the inefficiency term N, 


R&D absorptive capacity To determine the R&D ab- 
sorptive capacity (RD_AC), we take the natural logarithm 
on both sides of Equation M2, for firm 1 1n each year t 
(t=1, ,T,) during the past T, fiscal years before IPO 


(M3) In(RDKA,,) = &)+a,In(XRD,,) + o? In(XRD,. ;) 
o4 In(INVS,) +a,In(RAR,) 
+ asMC, + ozin(RDKA,-ı) + Et- mk) 


where 


RDKA, - R&D know-how absorbed (following Nara- 
sımhan, Rajiv, and Dutta [2006], RDKA ıs mea- 
sured as the number of patent classes drawn by 
a firm that do not overlap with the firm's ong- 
inal domain of expertise, that 1s, the collection 
of total classes of patents ıt owns) by firm 1 ın 
year t, 

XRD, = R&D expenditure of firm 1 1n year t, 


and the impact of terminated relationships has already been fully 
reflected 1n financial outcomes (e g , cash flows from operations, 
return on assets), which we control for in the model 


INVS, = innovation stock (citation-weighted patent 
count) of firm 1 1n year t, 
RAR, = count of R&D alliance partners of firm 1 in 
year t, and 
MC, = market conditions (dummy variables based on 
the four-digit SIC code of firm 1) 


The X variables on the nght-hand side (RHS) of Equa- 
tion M3 capture the three aforementioned categories of fac- 
tors that influence the maximal amount of R&D know-how 
absorbable Specifically, according to Cohen and Levinthal 
(1990), firms with the two types of internal resources, 
R&D expenditures and technological expertise (measured 
by 1nnovation stock), should be able to absorb more R&D 
know-how ^ We use the count of R&D alliance partners to 
capture the external R&D resources accessible (Deeds and 
Hill 1999) In addition, we include dummy variables to con- 
trol for 1ndustry/market conditions (Narasimhan, Rajıv, and 
Dutta 2006) Existing economics studies suggest the impor- 
tance of lagged dependent variable in explainng R&D 
productivity (eg, Hall, Griliches, and Hausman 1986), 
therefore, we include lagged RDKA on the RHS to account 
for the possible momentum 1n absorbing R&D know-how 

We assume that e, ~ N(0, oz), n, ~N(p, 67), with p > 
0, Ele,m,) = 0, and that the two error components are 
independently distributed of the independent variables in 
Equation M3, and following Narasimhan, Rajiv, and Dutta 
(2006), we estimate R&D absorptive capacity using the 
stochastic frontier estimations (SFE) method The maxi- 
mum likelihood estimates of the parameters m, o,, and O, 
(mean of n,, standard variance of s, and m) ) are first derived 
following Battese and Coelli (1992) Consistent estimate 
for the inefficiency term n, can then be obtained from the 
mean of the conditional distribution f(n | £) ? Finally, we 
rescale the estimation of n, to be between 0 and 100 and 
measure R&D absorptive capacity as 100— nf” (the higher 
the inefficiency, the lower the absorptive capacity) 


Marketing absorptive capacity We use the same ınput— 
output model structure specified in Equation M3 to estimate 
a firm's (in)efficiency in absorbing marketing know-how 
(MK_AC) Analogous to the R&D know-how measure, we 
capture the amount of marketing know-how absorbed by 
counting the classes of the trademarks filed by a firm that 
do not overlap with the firm’s area of expertise (measured 
by the classes of registered trademarks the firm owns) 
Consistent with the specification in the R&D frontier, the 
internal resources consist of not only selling and market- 
ing expenditures but also marketing expertise (measured by 
trademark class stock), because a large body of absorptive 
capacity literature suggests that pnor related knowledge 
plays an important role in absorbing new knowledge (e g , 


^We include R&D expenditures from both the correspond- 
ing year and the previous year on the RHS because the litera- 
ture indicates the common existence of time lag between R&D 
expenditures and patent outcomes (eg, Blundell, Griffith, and 
Windmeyer 2002) We thank an anonymous JM reviewer for 
pointing this out 

a e In(RDKA,) m [og Rə a} In(XRD,) + Oz In(XRD,. 1) + 
o5 In(INVS,,)+a4In(RAR,)+a5MC, taçln(RDKA,, 1)), E(n, İĞ) 
= M, + D,{[¢(-M,/D,)]/[1 - ®(-M,/D,)]}, where M, = (uo; — 
Xa 8.03)/ (02 + 3221 oğ), and D, = (0205)/(92 + 321 0 


Lane, Koka, and Pathak 2006) We use the number of mar- 
keting alliance partners to capture the external resources 
accessible and 1ndustry dummy variables to capture market 
conditions Consistent with the R&D SFE in Equation M3, 
we include the lagged output on the RHS to capture the 
possible momentum ın know-how absorption For firm 1 1n 
year t, 


(M4) In (MKKA,) = Qo ra l ln (XSM,) + aln (XSM,,_ Ə 
+ &3ln(TMCS,,) +a,]In(MAR,, ) 
+ a5lIn(MC,) * agIln( MKKA,. ;) Et- m. 


where 


MKKA, = marketing know-how absorbed by firm 1 in 
year t, 
XSM, = selling and marketing expenditure by firm 1 in 
year t, 
TMCS,, = trademark class stock (count of the classes of 
registered trademarks) of firm 1 1n year t, 
MAR, = count of marketing alliance partners of firm 1 ın 
year t, and 
MC, = market conditions (dummy variables based on 
the four-digit SIC code of firm 1) 


Then we estimate and rescale n* following the same 
approach done previously, and marketing absorptive capac- 
ity can be measured as 100— «7 


Key-customer absorptive capacity The know-how ab- 
sorption process includes not only the identification and 
acquisition of know-how but also applying the acquired 
know-how to commercial end (Cohen and Levinthal 1990) 
The operationalizations of the outputs in the R&D know- 
how SFE (Equation M3) and marketing know-how SFE 
(Equation M4) reflected this logic, using new patent classes 
and new trademark classes, respectively, to capture the 
desired commercial outcomes Because revenue generation 
is the major goal of customer relationship management, we 
employed the sales revenue generated from the key cus- 
tomers to reflect the amount of know-how absorbed (iden- 
tified, acquired, and utilized) from the key customers For 
firm 1 ın year t with K, key customers k (k=1,2, ,K), 


K, 
(M5) In (X REV...) = Qo o In(SMEMP,) + 1n (REC, ,) 


k=] 
+ a4ln(PAT. S,) +a,ln(K,) +a ;MC, 


K, 
+ acin( 3) REV, , 2 “En” Tir: 


k=1 
where 


REV, x.” firm rs sales revenue generated from cus- 
tomer k 1n year t, 
SMEMP,, = firm 1’s number of selling and marketing 
employees, 
REC, , , = firm 1’s account receivables to customer k in 
year t, 
PAT S, = patent stock (count of the patents owned) of 
firm 1 1n year t, and 
MC, = market conditions (dummy variables based on 
the four-digit SIC code of firm 1 
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We include three variables to represent the internal 
resources Selling and marketing employees, accounts 
receivables, and technology stock As highlighted ın the 
relationship marketing literature, interpersonal relationships 
play a vital role in B2B selling (eg, Abdul-Muhmin 
2005) Thus, we include selling and marketing employ- 
ees aS an important internal resource Doing so avoids 
the risk of double-counting selling and marketing expen- 
ditures (already included in Equation M4) We expect that 
accounts receivables can enhance sales to key customers 
because they can be viewed as a firm's investment 1n the 
customer relationship (interest-free loans to customers, eg, 
Dutta, Narasimhan, and Rajiv 1999) Dutta, Narasimhan, 
and Rajıv (1999) also suggest that technology stock can 
be another important internal resource that increases sales 
because it helps convince the key customers about the 
firm’s technological advantage and better retain the cus- 
tomers with updated new products We use the number of 
key customers to capture the level of external resources 
and industry dummies to control for market conditions 
Consistent with Equations M3 and M4, we add a lagged 
dependent variable to the RHS to control for the poten- 
tial momentum effect After we estimate and rescale "y 
following the aforementioned approach, we can measure 
key-customer absorptive capacity as 100 — vz 


Control variables Finance and management studies have 
demonstrated that venture capital involvement signals issue 
quality and leads to favorable valuation of a firm, thus 
influencing IPO performance (e g , Ritter and Welch 2002) 
Therefore, our first control variable (Q) 1s for the effect 
of venture capital investment in the firm Second, the 
finance literature has also considered underwriter repu- 
tation as a signal of new issue’s quality Therefore, we 
adopted the Carter-Manaster underwriter ranking to control 
for this effect (see, eg, Carter and Manaster 1990) Third, 
we control for the experience of the upper echelon, (1e, 
top managers and directors, eg, Cohen and Dean 2005) 
We measured the upper-echelon experience by the aver- 
age managerial and board positions a firm’s upper echelons 
had before joining the current firm Fourth, IPO markets 
may fluctuate with macroeconomic cycles and dynamics 
Therefore, we include IPO year dummies to control for the 
financial market conditions at the time a firm initiates its 
IPO We also use an industry dummy (0 for computer and 
1 for software) to control for the industry effect Finally, 
we control for firm age at IPO and accounting 1nformation, 
including cash flows from operations, return on asset, R&D 
expenditures, and selling and marketing expenditures of the 
last fiscal year before the IPO 


Model and Estimation Procedure 
The basic regression. equation (including the interaction 
effects) explaining the IPO value of firm 1 1s 
(1) In(IPOV)) = B, +B; X In(RAR,)+B, x İn(MAR) 

+ B4 x In(KCR,)+B, x RD. AC, 

+ B; x MK_AC, +8, x C AC, 

+ B; x In(RAR,) x RD. AC, 

+ Bg x In(MAR,) x MK AC, 

+ By x In(KCR,) x KC AC, * fo x Q, te, 
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However, firms self-select whether to go public or stay pri- 
vate (eg, Pagano, Panetta, and Zingales 1998), and IPO 
value 1s only observable for firms that do go public  Fol- 
lowing Shaver (1998), we control for the self-selection bias 
with the two-stage estimation approach Heckman (1979) 
suggests A firm's choice to go public (1e, IPO value 1s 
observed, or IPO, = 1) can be explained as a function of 
firm attributes and industry conditions—that 1s, 
(2) TPOf — YVV,u,, and IPO, “1 if IPO*>0 
Following Ritter and Welch (2002), Pagano, Panetta, 
and Zingales (1998), and Gulati and Higgins (2003), we 
include the number of employees (to reflect firm size), 
revenue, geographical location, industry, and year of foun- 
dation ın the W, vector to explain the likelihood of ını- 
tiating an IPO We then compute the inverse Mills Ratio 
h=(y'W,)/P(y'W,) derived from the probit specification 
in Equation 2 (© and & are, respectively, the probability 
density function and cumulative density function of normal 
distribution) and add it to the RHS of Equation 1 to control 
for the selection bias and derive unbiased estimates of B’ 


Results 


Table 2 provides the descriptive statistics and the correla- 
tion matrix of the variables 1n the Heckman second-stage 
model Although the difference between the initial offer 
value and total price to public 1ndicates that original share- 
holders typically retain a large proportion of shares out- 
standing on IPO (e g , Busaba, Benveniste, and Guo 2001), 
these two measures are highly correlated ( 81) In line with 
the convention of IPO studies (Guo, Lev, and Zhou 2005), 
we scale the values by total assets to address skewness and 
control for heteroskedasticity because other possible defla- 
tors such as sales, book value of equity, and earnings often 
take negative or zero values for young firms Research- 
and-development absorptive capacity, marketing absorptive 
capacity, and key-customer absorptive capacity are derived 
from stochastic frontier estimations as specified 

Table 3 reports the estimates of B’ ın Equation 1 after 
controlling for the potential self-selection bias In the main- 
effect model (Model 1), the estimated coefficients of R&D 
and marketing alliance relationships are not significant 
This suggests that social capital from alliance networks 
may not directly lead to high IPO value However, the coef- 
ficient of key customer relationships 1s positive and signifi- 
cant (B4 = 53, p< 01) Therefore, we conclude that despite 
the potential dark side, key customer relationships can be 
beneficial to young firms' market capitalization 


“The B2B network centrality variables used ın the main model 
are different from those in the SFE equations (M3, M4, and M5) 
In the SFE models, these variables are used as longitudinal data 
recorded for each fiscal year before the IPO over time In the 
main model, these variables are the counts of relationship partners 
at one time point before the IPO Therefore, this operation 1s not 
likely to cause multicollinearity or double-counting issues We 
conducted a robustness check by excluding the B2B relationship 
variables from SFEs, and the results remain robust 


TABLE 2 
Descriptive Statistics and Correlation Matrix 





Variable M SD 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 
1 Initial offer value 278 31 330 78 

2 Total price to public 7813 13719 81 

3 R&D alliance 71 212-05 -06 
relationships 

4 Marketing alliance 84 202 07 13 64 
relationships 

5 Key customer 314 454 02-02 00 05 
relationships 

6 R&D expenditures 1175 6102 37 53 22 16-06 

7 Selling and marketing 2246 9686 46 63 05 26 13 53 
expenditures 

8 Assets 3827 7022 52 58 06 11 12 62 67 

9 Venture capital 2540 4173 33 30-06-07 06 67 60 29 
investment 

10 Return on assets — 19 57 08 06-08 05 04-06 19 16-12 

11 Cash flow from 394 4385 53 52-11 04 17-35 37 14 44 33 
operations 

12 Underwriter Ranking 761 248 11 13 03 01 04 07 07 02 21-12 -01 

13 Upper-echelon 275 138 04 04 02 05 13 19 10-05 29-12 00 21 
experience 

14 R&D absorptive 2811 2964-08-09 02 08 03-14 -22 -13 -02 -18 -15 06 02 
capacıty 

15 Marketing absorptive 4262 2936-01 12-02 03 03-00 05 11 08-02 07-09-14 15 
capacity 

16 Key-customer absorptive 5612 2667 19 33 00 12-06-07 10 35-09 13 21-02 -08 09 11 
capacity 





Notes Variables 1, 2, 6, 7, 8, 9, and 11 are in millions of US dollars Correlations that are statistically significant at 5% level are in bold 
R&D absorptive capacity, marketing absorptive capacity, and key-customer absorptive capacity are derived from the SFE method The 
value of variables reported in this table is the original value Variables 1—7, 9, and 11 are scaled by assets (Variable 8) when used in 


model estimations 


Model 2 includes the moderating effects of absorptive 
capacity hypothesized ın H,, H5, and H, The model fit 1s 
significantly enhanced after including the three interaction 
factors (R? increases from 45 38% to 48 42%, F-test of the 
change ın R” F(3, 148) =2 91, p € 05) In support of H}, 
the estimated interaction effect between R&D alliance 
relationships and R&D absorptive capacity 1s positive and 
significant (B, = 1 19, p< 05) The moderating effect of 
marketing absorptive capacity on marketing alliance rela- 
tionships 1s also positive and significant (Bg = 09, p< 05), 
in support of H, These indicate that young firms need 
strong absorptive capacity to transform the social capital 
from R&D and marketing alliance relationships into [PO 
value However, although the interaction between key cus- 
tomer relationships and absorptive capacity exhibits a pos- 
ıtıve coefficient, the impact on firms’ initial offer values 1s 
not significant 

Employing the Johnson-Neyman technique (see Hayes 
and Matthes 2009), we plotted the three interaction effects 
ın Figure 2 The technique enables us to identify the statıstı- 
cal significance of the impact of each type of B2B relation- 
ships on IPO value at a given level of absorptive capacity 
As we show 1n Figure 2, Panels A and B, R&D and market- 
ing alliance relationships can enhance IPO value for firms 
with high levels of relevant absorptive capacity (one stan- 
dard error above the mean) In contrast, 1f firms have low 
absorptive capacity (one standard error below the mean), 
the impact 1s negative and significant This means that R&D 


and marketing alliance relationships can potentially harm 
IPO value if firms lack absorptive capacity (Recall that 
Table 1 provides the rationale of this negative impact, as 
well as how absorptive capacity moderates this impact ) 
According to Figure 2, Panel C, key customer relationships 
seem to significantly benefit young firms’ market capıtal- 
ization, and the positive effect holds (though the statistical 
significance decreases) even for firms with relatively low 
absorptive capacity 

Consistent with the finance literature (e g , Barry et al 
1990), we find support for the positive impact of venture 
capital involvement and underwriter ranking The coeffi- 
cient of the inverse Mills ratio A is not significant The 
positive coefficients of 1999 and 2000 dummies might be 
attributable to the dot-com bubble peaking 1n approximately 
1999—2000 


Robustness Check 


Our model and hypotheses were based on good theoret- 
ical pedigree However, to confirm the robustness of our 
results, we employed alternative measures and an alterna- 
tive model 


Alternative measures First, we reran the model with 
alternative IPO value measures—namely, total price to 
public, market value at the end of first trading day, and 
the 90th day after IPO as the dependent variable The 
first three columns of Table 4 report the results Second, 
we replaced the absolute degree centrality with weighted 
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TABLE 3 
The Effects of Three Types of B2B Relationships, Three Types of Absorptive Capacity, and Their 
Interactions on IPO Value 





Hypotheses 


R&D alliance relationships (RAR) 
Marketing alliance relationships (MAR) 
Key-customer relationships (KCR) 
R&D absorptive capacity (RD_AC) 
Marketing absorptive capacity (MK_AC) 
Key-customer absorptive capacity (KC_AC) 
RAR x RD_AC 

MAR x MK_AC 

KCR x KC_AC 

Industry dummy 

Lambda (inverse Mills ratio) 

Firm age at IPO 

Cash flows from operations 

Return on assets 

R&D expenditures 

Selling and marketing expenditures 
Venture capital involvement 
Underwriter ranking 

Upper-echelon experience 

1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

2005 

2006 


H,(+) 
H,(+) 
H,(+) 


IPO Value Measure: Initial Offer Value 





Heckman Two-Stage Heckman Two-Stage 


Model 1 Model 2 
— 40 — 41 
30 05 
53" 60*** 
06* 05* 
03* 06* 
09 11 
119” 
09** 
03 
— 06 — 05 
00 10 
— 00 02 
55* 43* 
— 58 — 40 
05 13 
44* 43* 
02* 02* 
63”” 71 eK 
05 06 
21 22 
11 11 
71 ökökök 72” 
45" 47 
—1 60** —1 60** 
03 — 17 
— 13 — 21 
46 36 
19 11 
— 32 — 42 
R? = 45 38% R? = 48 42% 





*Significant at the 10% level (two-tailed, one-tailed for interaction terms) 


“Significant at the 5% level 
*** Significant at the 1% level 


Notes Model 1 ts the main effect model, while Model 2 includes interaction effects, as specified m Equation 1 Entries are coefficients 
We calculated bootstrapped standard errors to cope with the potential "estimated regressor problem" because estimated quantities 
(absorptive capacity variables) are used as independent variables (for more details, see Wooldridge 2002) 


(by the size of B2B relationship partners’) centrality to 
address the concern that partners of different sizes may 
contribute asymmetric amount of social capital The results 
(reported ın the fourth column in Table 4) are consis- 
tent with Table 3 Third, we reestimated marketing know- 
how absorptive capacity with sales revenue (instead of new 
trademark classes) as the output variable ın SFE Accord- 
ingly, the input varıables include current and lagged mar- 
keting and selling expenditures and number of trademarks 
(internal resources), number of marketing alliance partners 
(external resources), market conditions, and lagged sales 


"Weighted-B2B-Relationships,., = $308 , Weight, )/ (EL, 
ə: Weight, )]/(92-: J)), where1=1,2, ‚I, and 1-177 is 
the number of sample firms,j=1,2, — , J,, and J, ıs the number of 
firm,’s B2B (R&D alliance, marketing alliance, or key customer 
relationship) partners, Weight, , 1s the R&D expenditure of firm 1’s 
R&D alliance partner j, or the selling and marketing expenditure 
of firm 1’s Marketing alliance partner J, or the percentage of firm 
vs sale to ıts key customer j per the firm's total sale 
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revenue The fifth column of Table 4 reports the coeffi- 
cients of the model using this estimate Fourth, because 
previous literature has not always considered the momen- 
tum of generating patents (eg, Narasimhan, Rajiv, and 
Dutta 2006), we reran the R&D SFE by excluding the 
lagged R&D know-how absorbed The results (sixth col- 
umn of Table 4) using the new estimates of R&D absorp- 
tive capacity remain consistent Fifth, we include three lags 
(t- 1, t—2, and t—3) of R&D and marketing and selling 
expenditures ın Equations M3 and M4 and reestimate R&D 
and marketing absorptive capacities The seventh column 
of Table 4 reports the results using these alternative esti- 
mates are reported in Overall, the results are robust across 
different measures of the key constructs 


Alternative selection model Firms may self-select to 
form B2B relationships, and better firms might be more 
likely to attract B2B partners To control for this potential 
self-selection bias, we first conducted a probit regression to 
explain the likelihood for sample firms to form B2B rela- 


FIGURE 2 
Johnson-Neyman Plots of the Interaction Effects 





A The Interaction Effect Between R&D Alliance Relationships and R&D Absorptive 
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B: The Interaction Effect Between Marketing Alliance Relationshipsand Marketing Absorptive Capacity (AC) 
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C: The Interaction Effect Between Key-Customer Relationships and Key-Customer Absorptive Capacity (AC) 





High Key-Customer AC, p « 01 
Moderate Key-Customer AC, p « 01 
Low Key-Customer AC, p< 1 


Firm Value at IPO in(IPOV/AT) 


0 
Low High 


Number of Key Customer Relationships In[(KCR + .1)/AT)] 





Notes ns =not significant 
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TABLE 4 
Robustness Check 





Robustness Check with Alternative Measures Robustness Check 


with Alternative 
Modeling Approach 


Alternative Measures for 
Independent Variables 


Alternative Measure for 
Dependent Variable 


Alternative Alternative Heckman Two-Stage 





Weighted Marketing R&D Alternative Model (First Stage 
Total End-of- B2B Absorptive Absorptive Absorptive Controlling for 
Price to 1st-Day 90th-Day Network Capacity Capacity Capacity Self-Selection of B2B 
Public Value Value Centrality Estimate Estimate Estimates — Relationship Formation) 
R&D alliance — 15 — 62 —1 35 24 — 18 19 16 — 26 
relationships (RAR) 
Marketing alliance 13" 78 — 12 19” 35 03 13 17" 
relationships (MAR) 
Key-customer 26" 1 42* 01 60*** 47” 61*** 64" 58*** 
relationships (KCR) 
R&D absorptive 19*** 24* 29* 07* 03* 01" 03** 06" 
capacity (RD. AC) 
Marketing absorptive 02 11 05 02 01** 06* 04* 05 
capacity (MK_AC) 
Key-customer 09* 01 20* 04 09" 10“ 12" 10 
absorptive 
capacity (KC_AC) 
RAR x RD_AC 13* 2 29: 84" 41" 66“ 10” 07” 80“ 
MAR x MK AC 10“ 07 08 04“ 04“ 09” 06“ 07“ 
KCR x KC AC 02 42* 28” 08 03 02 03 05 





*Significant at the 10% level (two-tailed, one-tailed for interaction terms) 


“Significant at the 5% level 
“Significant at the 1% level 


Notes IPO value is measured by the initial offer value other than indicated All models include control variables Entries are coefficients 


tionships ë We then added the inverse Mills ratio derived 
from this selection model 1n Equation 2 and reran the anal- 
ysis (We no longer included the lambda derived from the 
IPO selection equation, because the error terms of the two 
selection equations can be correlated ) The last column of 
Table 4 reports these results, which are consistent with 
those 1n Table 3 


Additional Analysis: Determinants of Young 
Technology Firms' Absorptive Capacity 


We have estimated absorptive capacity with SFEs and 
observed significant heterogeneity in absorptive capac- 
ity across firms Next, we conduct additional analysis 
to explain this heterogeneity Existing research on the 
determinants of absorptive capacity has almost exclu- 
sively focused on mature firms and thus has examined the 
impact of factors such as organizational structures (eg, 
Cohen and Levınthal 1990) and functional capabilities (e g , 


“Following Stuart (1998) and Villalonga and McGahan (2005), 
we included sales (to control for firm size), R&D expenditures 
(R&D resources), selling and marketing expenditures (marketing 
resources), number of patents (technological base), number of 
trademarks (stock of marketing assets), return on assets (current 
general accounting performance), and 1ndustry dummy to predict 
the likelihood of forming B2B relationships The dependent varı- 
able in the probit regression equals 1 if the firm has formed at 
least one pre-IPO B2B relationship We employed robust vari- 
ance estimator to correct for heteroskedasticity We calculated the 
1nverse Mills ratio the same way as 1n the approach to control for 
IPO decision self-selection bias 
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Narasimhan, Rajiv, and Dutta 2006) However, for most 
start-ups, organizational structures or functional capabili- 
ties have yet to be developed (and that 1s why they are 
ın a more urgent need to absorb know-how from the out- 
side) Therefore, we focus on the upper-echelon structure 
to explain start-ups' absorptive capacity (top management 
executives and board of directors) because upper echelons 
play a significant role in deploying start-ups’ resources 
(e g , Kor 2003) 

If a young firm has a diversified upper-echelon team 
(eg, each executive or director served a different organı- 
zation before joining the current firm), 1t 15 likely to have a 
variety of perspectives to examine potential resources and 
thus enjoy an advantage 1n 1dentifying external know-how 
Diversity ın background may also predict weaker social 
ties among upper echelons, compared with upper echelons 
with very similar backgrounds (e g , a group of former IBM 
employees who started their own business) The social net- 
work literature argues that weak ties are efficient for shar- 
ing new knowledge because they facilitate access to novel 
1nformation (Granovetter 1973) In contrast, strong ties may 
constrain the 1nflow of new knowledge by handicapping the 
search process Thus, upper-echelon diversity can positively 
influence the efficiency 1n absorbing know-how (given the 
maximal amount of know-how available) 

Conversely, the level of common language and the 
strength of expertise ın overlapped domains decrease 
as the diversity ın upper echelon increases This can 
reduce the efficiency 1n communicating and applying the 
external know-how identified, thus harming absorptive 
capacity Moreover, communication within a diversified 
upper-echelon team may suffer from biased information 


sampling, ın which in-common information rather than 
novel information 1s shared (Shiflett 1979) Taken together, 
the theoretical arguments of upper-echelon diversity on 
absorptive capacity seem equivocal, calling for an empirical 
resolution 

We follow Narasimhan, Rajiv, and Dutta (2006) and spec- 
ify the empirical model as In(p,) = p*+Zy+0,£ ” Because 
p captures inefficiency in absorbing know-how, we expect a 
Z variable that enhances absorptive capacity to have a nega- 
tive coefficient (1 e , it reduces the inefficiency) In addition 
to examining upper-echelon diversity, we also control for 
the other characteristics of the upper echelons (The list of Z 
variables and their coefficients 1s available 1n Table WA-2 1n 
the Web Appendix at www marketingpower com/jmnov11 ) 
The results suggest that, 1n general, a diversified upper- 
echelon team benefits a start-up firm's absorptive capacity 
For example, the diversity 1n the experience of R&D exec- 
utives (eg , vice president of R&D, chief technology offi- 
cer) decreases the inefficiency in absorbing R&D know-how 
(— 263, p< 1) and thus enhances R&D absorptive capacity 
The diversity 1n the background of a firm's upper echelons 
decreases the inefficiency in absorbing marketing know- 
how (— 072, p « 1) and thus enhances marketing absorptive 
capacity Moreover, the upper echelons' strength 1n a par- 
ticular functional area 1s significantly associated with the 
matching type of absorptive capacity For example, firms 
with more R&D executives ın 1ts upper echelons are likely 
to have stronger R&D absorptive capacity The number of 
upper echelons with marketing backgrounds (1 e , those who 
held marketing and sales positions before joining the current 
firm) and the number of marketing and sales executives are 
positively associated with marketing and customer absorp- 
tive capacities, respectively 


Discussion 
Theoretical Contribution 


A systematic review of prior literature indicates that B2B 
relationships can both benefit firm performance and pose 
potential risks, and the overall effect might be contingent 
We examine the financial value of three types of B2B social 
capital, conditional on a complementary capability, the rel- 
evant type of absorptive capacity, ın the context of young 
IPO firms 

The study enriches the marketing strategy literature by 
demonstrating the role of relevant absorptive capacity in 


*The term p, (consistent estimate M, has been derived as in 
footnote 5) ıs the mode of inefficiency term 1, Z represents the 
independent vanables including upper-echelon factors (note that 
the Z variables here explain the inefficiency 1n absorbing know- 
how, while the three categories of X variables ın Equation MI 
explain the maximal amount of know-how absorbable), y 1s the 
vector of coefficients, £ 1s a standard normal variable, oq ıs the 
variance ın m due to unobservable effects We measure diversity 
as the proportion of the number of unique organizations that all 
upper-echelon members (or all R&D or marketing and sales exec- 
utives) had served relative to the sum of the number of organiza- 
tions that each upper-echelon member (or each R&D or marketing 
and sales executive) had served before joining the current firm 
Estimates of y can then be derived from maximum likelihood 
estimation 


B2B relationship management It is one of the first stud- 
1es to link absorptive capacity with B2B social capital 
and firm value In contrast to previous absorptive capac- 
ity research that focusing primanly on R&D know-how, 
we expand this concept and unveil its importance ın mar- 
keting alliance and customer relationships Although extant 
research has recognized that customer relationships may 
pose mixed effects on firm performance (eg, Danneels 
2003), few studies have exphoitly 1nvestigated the financial 
value of customers We fill 1n this research gap by demon- 
stratıng the ımpact of key customers on IPO value We 
also contribute to the customer relationship management 
literature by highlighting the role of absorptive capacity in 
realizing key customer relationships’ financial potential 

We add to the literature that has attempted to link young 
firms’ interfirm networks with their financial performance 
Uzzı (1999) investigates the impact of relationship embed- 
dedness on start-up borrowing (interest rates on loans) In 
contrast, we focus on another significant financing event, the 
IPO, and examine the factors that help increase the value 
potential of B2B relationships Our study also resolves a 
conundrum that prior research ın management has faced 
Gulati and Higgins (2003) find that despite the sigmifi- 
cant investments involved, the number of a firm’s strate- 
gic alliances does not have significant impact on its IPO 
success In contrast, we find that although the main effects 
of R&D and marketing alliance relationships are not sig- 
nificant, their interactions with relevant absorptive capacity 
significantly enhance JPO value Thus, our study provides 
empirical evidence for sociology theories on the financial 
potential of social capital More important, we reveal the 
conditions under which such potential can be best realized 

This study also makes distinctive contributions to the 
marketing—finance interface literature First, we show that 
marketing efforts do pay off insofar as they both (1) help 
build up valuable B2B social capital (e g , the significant 
main effect of KCRs) and (2) enhance the financial bene- 
fits of such social capital (e g , the significant moderating 
effects of marketing absorptive capacity) Second, this study 
is among the first to investigate the financial 1mpact of mar- 
keting resources and capabilities ın the IPO market This 
unique perspective provides insights into marketing strat- 
egy and financial performance of start-up firms, which have 
rarely been studied 1n the extant marketing—finance litera- 
ture Third, the study adds to the emerging contingency per- 
spective 1n the marketing-finance interface by demonstrat- 
ing that complementary assets such as absorptive capacities 
are required to benefit from B2B relationships 


Managerial Implications 


Communicating the value of absorptive capacity As we 
show ın Figure 2, investors are likely to respond nega- 
tively when a young firm lacks the ability to leverage R&D 
and marketing alliance relationships Conversely, firms that 
have strong absorptive capacity can financially benefit from 
these B2B relationships because they can understand, eval- 
uate, and assimilate the relevant external resources and 
capabilities from their partners These complementary and 
supplementary gains to their existing capabilities are valued 
by the market because they are likely to enable young 
firms to design superior value propositions for their market 
into the future Therefore, start-ups first must be cognizant 
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of the impact of these factors and develop their absorp- 
tive capacity For example, our additional analysis indi- 
cates that young firms may be able to enhance absorptive 
capacity by recruiting executives or directors with different 
backgrounds from the current upper-echelon team Second, 
managers in a firm possessing strong absorptive capacity 
need to articulate the benefits of this capability in meet- 
ings with analysts to convince investors of the 1mportance 
of B2B relationships for the firm In support of this, an 
investment manager suggested that firms must trumpet this 
abihty along with highlighting the relationships during the 
road shows prior to IPO He argued that this better 1nforms 
investors and that 


one or two things may happen (1) investors will 
quahtatively be more excited about the company's 
prospects, which leads to bigger book (more demand 
for the stock) being built, which will lead to the 
offering being priced at the high point of the range, 
or (2) investors assess a lower discount rate to future 
projections, which pumps up value 


Going beyond statutory disclosure of customer relation- 
ships Accounting standards (Financial Accounting Stan- 
dards Board Statements 14 and 131) require firms to report 
customers who contribute 10% or more of a firm’s rev- 
enues because ıt makes the firm vulnerable to customer 
switching and therefore more risky However, the pioneer- 
ing finding in this study of the positive impact of key 
customer relationships suggests that, unlike R&D relation- 
ships, the mere existence of key customer relationships 
creates IPO value Thus, it pays off for young firms to 
invest 1n key customer relationships to enhance firm value 
However, while the results do not necessarily indicate that 
key customer relationships are more important than other 
types of B2B relationships, 1t seems that the investment 
community finds it relatively easier to assign values to 
key customer relationships because the outcomes (eg, 
sales revenue generated from key customers) are directly 
observable Moreover, young firms with adequate levels 
of customer-related absorptive capacity are not only more 
sensitive to business opportunities ın the customer firm 
but also perhaps more proactive in exploiting them Taken 
together, the 1mplication for managers 1s that they should 
go beyond statutory disclosure to capitalizing on the dis- 
closure Managers could communicate to institutional and 
individual investors that despite the risk of credit concen- 
tration, key customers yield cash flow benefits that lead to 
greater firm value 


Role of marketing in young technology firms Market- 
ing usually plays a secondary role in young technology 
firms, which are typically dominated by technical person- 
nel However, this study suggests that these young firms 


would gain significantly in terms of how they are valued 
if they invest 1n marketing For example, investing 1n cus- 
tomer management pays through the direct effect of key 
customer relationships, and efforts 1n developing marketing 
absorptive capacity can help augment the financial bene- 
fits of marketing alliances Moreover, our additional analy- 
sis suggests that recruiting marketing personnel and senior 
managers with marketing and sales experience (as members 
of the upper echelon) will enhance marketing and key cus- 
tomer know-how absorptive capacities. The findings suggest 
that chief marketing officers and other marketing managers 
of start-ups should make a case for investments 1n marketing 
and customer management expertise and use these results to 
better justify to chief executive officers and chief financial 
officers the financial value of such 1nvestments 


Limitations and Directions for Further Research 


Although we employ multiple methods to enhance the 
robustness and ngorousness of the empirical analyses, we 
can only test association, not causation However, the IPO 
value measure 1s forward looking, while the exogenous 
variables in the model are contemporaneous or lagged 
Thus, the reverse direction of causation 1s less likely in 
this context Our systematic theory construction strongly 
supports the direction of the relationships hypothesized 
and tested 

We reveal the significant role of absorptive capacity in 
B2B relationship management and financial market capital- 
ization and explore the impact of upper-echelon structure 
on young firms' absorptive capacity Further research could 
investigate the antecedents of absorptive capacity more 
systematically and generate more insights into how start- 
ups can develop absorptive capacity In addition, further 
research could examine firms’ effectiveness in applying 
and further enhancing its previously developed absorptive 
capacity in newly formed B2B relationships 

Mizik and Jacobson (2007) show that changes 1n mar- 
keting spending influence stock market returns following 
seasonal equity offering Marketing capabilities and B2B 
relationships can also be expected to affect seasonal equity 
offering performance In this context, further research could 
explore the dynamics 1n the valuation process (1 e , how the 
value of start-ups changes when they acquire new resources 
and capabilities) Future studies can also develop richer 
measures of B2B social capital In addition to network 
structures, strength of ties can be examined It 1s even more 
important to understand how to manage social capital and 
realize its value potential than to merely observe the nature 
of B2B network resources A comparative study of the firm 
value drivers for start-ups and those for established firms 
would also be meaningful 
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The Aha! Experience: Insight and 
Discontinuous Learning in 
Product Usage 


Success of many products depends on how consumers learn to use them This research suggests that initial 
product trial may lead to jumps in consumer learning Such discontinuities tn learning co-occur with the experience 
of insight—namely, a better conceptual understanding of how to use the product Notably, such learning also 
positively affects downstream outcomes such as affect and usage intentions Whereas exploration during initial 
trial facilitates insight-based learning, usage instructions seem to limit this type of learning The implication for 
marketing managers is to structure initial trials in a manner conducive to exploration, thus leading to insight-driven 


learning and the associated positive outcomes 


Keywords insight, discontinuous learning, skills, learning, product usage 


M 


any consumer products entail physical usage to 
derive benefits As such, how consumers interact 
with and learn to use these products 1s critical 
in influencing product adoption (Robertson and Gatignon 
1986, Shih and Venkatesh 2004) and ın defining the cus- 
tomer experience (Dah! and Moreau 2007, Moreau and 
Dahl 2005) For example, the tremendous and continuing 
success enjoyed by Nintendo’s motion sensitive Wu game 
has been attributed to the active role the consumer plays 
in learning to use 1t and continued engagement 1n the con- 
sumption experience 

Consider a consumer who 1s eager to try out a new Wu 
game that has just hit the stores She takes a moment to 
review the instructions and then begins playing After a 
few trials, something clicks 1n her mind, and she “gets” the 
new interface Almost concurrently, she begins playing con- 
siderably better This sudden improvement 1n performance 
(viz , discontinuous learning) makes her perceive the game 
as fun Note that anecdotal evidence on jumps 1n learning 
and performance are plentiful, coming from fields as diverse 
as animal cognition (Grether and Maslow 1937), evolution- 
ary biology (punctuated equilibriums, Gould and Eldredge 
1977), organizational learning (eg, Sinkula 1994), and 
technological evolution (Sood and Tellis 2005) 

The preceding example illustrates the benefit derived 
from the process of learning, and yet research 1n market- 
ing has primarily used a cost lens to study how consumers 
learn to use products (eg, Johnson, Bellman, and Lohse 
2003, Murray and Haubl 2007, Wernerfelt 1985) From this 
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latter viewpoint, learning to use a product is a cost to be 
overcome by the consumer and, consequently, the firm For 
example, firms can provide free trials to reduce the learning 
cost for the consumer Over time and repeated use, the con- 
sumer becomes habituated to (or invested 1n) the product, 
which 1n turn limits switching Not surprisingly, the dom- 
inant theory representing consumer learning 1s the power 
law (Johnson, Bellman, and Lohse 2003), which depicts a 
steady process by which consumers learn to use products 

In contrast, discontinuous improvement 1n usage learning 
offers a benefits-based approach and has not been explored 
in much detail Nor has a coherent theory been devel- 
oped to explicate how discontinuous learning can manifest 
This 1s a noteworthy omission because there are numer- 
ous examples of new products that have succeeded (or 
failed) as a result of active consumer learning For exam- 
ple, the pervasiveness of the Wu 1s attributed to how ıntu- 
itively consumers get up to speed on the motion-sensitive 
remote (Mossberg and Boehret 2006) Similarly, the phe- 
nomenal success of the 1Phone 1s credited to how well con- 
sumers adapted to the touch-screen-enabled interaction It 
1s no coincidence that these product launches were followed 
by strong positive reactions, “trıggering an almost cultlike 
attachment to the product through numerous blogs, social 
networks, and customer interest groups We believe that the 
positive consumer sentiment is the result of a discontinuous 
learning path traversed by consumers during initial trial 

Accordingly, the goal of this research 1s, first, to demon- 
Strate that consumers indeed learn to use products in a 
discontinuous way and that this form of learning 1s accom- 
panied by the experience of insight 1n relation to product 
usage Second, we test the effect of such learning patterns 
on downstream measures of liking and usage intentions 
Third, we explicate the antecedent role of exploration ın 
the process Finally, we explore how firms can encourage 
such types of learning 
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The research described here contributes to extant knowl- 
edge in three ways Fust, we outline a different form of 
learning—discontinuous learnıng—and contrast ıt with the 
traditional power law view Our research suggests that con- 
sumers’ proficiency gain with using new products 1s some- 
times characterized as a sudden, abrupt change rather than 
the commonly expected gradual improvement Second, we 
draw on the creativity and human learning literatures to 
explicate (1) the role of insight in learning to use a prod- 
uct, (2) insight’s relationship to discontinuous learning, 
and (3) its unique behavioral consequences Our findings 
suggest that discontinuous learning 1s correlated with the 
experience of insight In turn, this seems to have unique 
positive consequences for future usage Third, this research 
1s among the first 1n marketing to investigate the develop- 
ment of procedural knowledge (know-how), thereby enrich- 
ing extant consumer learning literature Prior research in 
consumer learning has relied largely on declarative knovvl- 
edge ("know-what") such as brand—benefit associations and 
product/brand knowledge (Table 1) Our research 1s among 
the first to expand consumer learning into the procedural 
domain by studying product usage Next, we review the ht- 
erature pertaining to learning of product usage to provide 
the background for our research 


Learning to Use Products 
Types of Knowledge 


A long-standing framework describing human memory and 
knowledge ıs the declarative-procedural model onginally 
laid out by Cohen and Squire (1980) In this framework, 
“declarative” refers to the learning, representation, and use 
of knowledge pertaining to facts and events, whereas “pro- 
cedural” refers to the learning and control of sensorimotor 
and cognitive skills as well as 1n the development of routines 
such as habits The declarative system has been implicated 
in the rapid learning of arbitrarily related information (one- 
shot learning) and the propositional and/or associative link- 
ing of information and concepts From a consumer learning 
perspective, brand-benefit/product-benefit associations and 
knowledge of product attributes fall in the domain of declar- 
ative knowledge (e g , Van Osselaer and Janıszewskı 2001) 
In contrast, procedural knowledge 1s primarily related to 
how to do things (Squire 1986) Because how-to knowl- 
edge 1s largely embodied 1n the actual action undertaken 
(Anderson 1999), 1t may not be readily accessible to verbal- 
ization For example, even though a person may get better 
at swimming through practice, he or she may not be readily 
able to describe that knowledge It 1s usually best demon- 
strated when the person actually performs the actions 
Although various models of consumer learning have 
been advanced over tune, a majority of these have been 
grounded ın declarative paradigms Models such as adap- 
tive learning or human associative memory models 1n con- 
sumer research have explicitly referred to their declarative 
roots (e g, Van Osselaer and Janıszewskı 2001) Further- 
more, theories on analogical transfer (e g , Gregan-Paxton 
2001) and consumer covanation judgments (Hutchinson 
and Alba 1997, Van Osselaer and Alba 2000) have been 
developed in declarative, brand-association, and attribute- 
inference contexts Even models of experiential consumer 
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learning (eg, Hoch and Ha 1986) have been explicated 
principally from a declarative standpoint 

In contrast, product usage primarily relies on procedu- 
ral knowledge Notably, many consumer products require a 
sequence of actions to be performed, sometimes including 
physical manipulation, to use them In day-to-day prod- 
uct usage contexts, how-to knowledge 1s made up of both 
explicit step-by-step scripts of what 1s to be done, as well as 
a proficiency embedded in the actual doing of the task For 
example, how-to knowledge 1n using a video game joystick 
consists of both a step-by-step, verbally describable script 
of what controls need to be manipulated (declarative akin 
to instructions found 1n a user manual) and a degree of skill 
in physically manipulating the Joystick (procedural embed- 
ded in actual task performance) Thus, although learning 
to use a product primarily calls on procedural knowledge, 
declarative knowledge 1s often closely intertwined in this 
process and may, 1n some situations, foster superior learn- 
ing Moreover, the extent to which a person's declarative 
knowledge 1s naturally engaged durıng usage may deter- 
mine the learmng pathway traversed during product trial 
We next describe two possible learning paths 


Two Learning Paths 


With. two types of knowledge involved in usage learn- 
ing, the process of learning to use products may also fol- 
low different routes depending on how learning occurs 
during initial product trial For example, as a con- 
sumer uses a product repeatedly, his or her procedural 
knowledge—the fluency with which individual steps are 
performed—improves with each repetition This 1mprove- 
ment 1s typically gradual as the consumer becomes more 
familiar with performing the steps over time, thereby gaın- 
ing efficiency However, using a product also might lead to 
greater conceptual learning as the user explores the “usage 
space" and discovers optimal ways to perform a task with 
the product Typically, when this happens, it also leads to 
the user forming an effective mental model of the product 
(Norman 2002) This process 1s similar to the formation or 
completion of a schema often described as a type of insight 
(Schilling 2005, Smith, Ward, and Finke 1995) In this con- 
nection, exploration of the product (or "playing around" 
with 1t), by helping the generation of a mental model, helps 
foster greater effectiveness 1n performing tasks Thus, per- 
formance ın these situations might exhibit abrupt ımprove- 
ments rather than a smooth, gradual change (Figure 1) 

In both these routes, the consumer eventually attains pro- 
ficiency 1n using the product However, 1n the first path, 
proficiency 1s primarily attained. through enhanced pro- 
cedural knowledge, whereas in the latter (discontinuous) 
path, proficiency gains are also accompanied by enhanced 
conceptual (or declarative) knowledge These paths are 
not necessarily orthogonal Only the trend of performance 
improvement differs 1n each pathway, and this difference 
in learning paths offers unique consequences for prod- 
uct usage, which forms the focus of the current research 
(Figure 2) 


Layout of Studies 


We depict the layout of studies in Figure 3 In Study 1, 
we first provide evidence of two types of learning—power 
law and discontinuous learning—and theoretically link the 


FIGURE 1 
Trend of Completion Times 
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experience of insight with discontinuous learning Study 2 
highlights the unique behavioral consequences of insight 
In Study 3 we experimentally manipulate a key antecedent 
of insight-dnven learning—namely, exploration Finally, 
in Study 4, we show how a commonly followed firm 
practice—written instructions (eg, ın manuals)—can act 
as a boundary condition to insight-driven learning 


Study 1: Discontinuous Learning 
and Insight 


Consider a consumer who 1s learning to use a new smart- 
phone that combines appointment books, dianes, calen- 
dars, and cameras to support communication activities This 
product integrates several tasks looking up numbers, dial- 
ing, talking, exchanging photographs, text messaging, and 
e-mailing Each of these tasks further comprises specific 
actions, such as retrieving voice mail or sending e-mails 
In turn, each action requires a set of operations, such as 
key presses and clicks, to perform the task (activity the- 
ory, Bgdker 1989, Leont'ev 1974, Norman 2005) As users 
repeat these operations, they acquire proficiency 

The most well-accepted principle used to describe this 
empirical phenomenon 1s the power law of practice (Newell 
and Rosenbloom 1981), which states that repetition and 
performance (task completion times) are related by mono- 
tonically diminishing returns such tbat while performance 
improves with practice, ıt does so at a dimunishing rate 
Essentially, the theoretical argument 1s that when people are 
learning new skills, significant gains 1n performance occur 
early and are followed by gradually diminishing gains over 
tme This relationship has been best modeled using a 
power function of the following general form 


T—BN $, 


where T is the performance time (time needed to complete 
a task), B 1s the time taken 1n the first trial, and N 1s the 
trial number (the amount of practice) The rate at which 
performance changes 1s represented by $, the negative sign 
indicating that completion time decreases at the rate speci- 
fied by B Studies in the marketing field have also attested 
to the power law principle and its ability to explain learn- 
ing effects better than a linear trend at the aggregate level 
(Johnson, Bellman, and Lohse 2003) Accordingly, the fol- 
lowing hypothesis pertains to consumers’ learning curves 
at the aggregate level, regarding product usage performance 
(reflected by task completion times) 


H, In the aggregate, learning curves based on repeated use of 
a product are best approximated by the power law (versus 
a linear trend) 


FIGURE 2 
Antecedents and Consequences of Insight and Discontinuous Learning 
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TABLE 1 


Extant Consumer Learning Research 





A: Declarative Knowledge 





Low İnvolvement/Behavıoral Learning 


Nord and Peter (1980) 
Rochschild and Giadis (1981) 
Hawkins and Hoch (1992) 


Janiszewski and Warlop (1993) 


Hawkins, Hoch, and Meyers-Levy 


(2001) 


Attribute and Associative Learning 


Johnson and Russo (1984) 
Cole and Houston (1987) 


Burke and Srull (1988) 
Hutchinson and Alba (1991) 


Macklin (1996) 


Janiszewski and Van Osselaer 


(2000) 


Van Osselaer and Alba (2000) 


Mukherjee and Hoyer (2001) 


Van Osselaer and Janıszewskı 


(2001) 
Shapiro and Spence (2002) 


Law (2002) 
Wood and Lynch (2002) 


Janiszewski, Noel, and 
Sawyer (2003) 


Van Osselaer and Alba (2003) 
Van Osselaer, Janiszewski, and 


Cunha (2004) 


Eisenstein and Hutchinson 
(2006) 


Cunha, Janiszewski, and Laran 


(2008) 
Cunha and Laran (2009) 


Griffin and Broniarczyk (2010) 
Poynor and Wood (2010) 


Others 
Hoch and Deighton (1989) 
Peracchio (1992) 


Learning by Analogy 
Gregan-Paxton and 
Roedder-John (1997) 
Gregan-Paxton (2001) 


Gregan-Paxton and Moreau 
(2003) 

Gregan-Paxton, Hoeffler, and 
Zhao (2005) 

Shapiro, Spence, and 
Gregan-Paxton (2009) 


A Behavior Modification Perspective on Marketing 

Behavioral Learning Theory Its Relevance to Marketing and Promotions 
Low-Involvement Learning Memory Without Evaluation 

Influence of Classical Conditioning Procedures on Subsequent Attention 
to the Conditioned Brand 

Low-Involvement Learning Repetition Effects on Learning from Ads 


Product Familiarity and Learning of New Information 

Encoding and Media Effects on Consumer Learning Deficiencies in 
the Elderly 

Competitive Interference and Consumer Memory for Advertising 
Ignoring Irrelevant Information Situational Determinants of Consumer 
Learning 

Preschoolers’ Learning of Brand Names from Visual Cues 
Connectionist Model of Brand-Quality Associations 


Consumer Learning and Brand Equity 
The Effect of Novel Attributes on Product Evaluation 
Two Ways of Learning Brand Associations 


Factors Affecting Encoding, Retrieval, and Alignment of Sensory Attributes 
in a Memory-Based Brand Choice Task 

Can Repeating a Brand Claim Lead to Memory Confusion? The Effects of 
Claim Similarity and Concurrent Repetition 

Prior Knowledge and Complacency in New Product Learning 

A Meta-Analysis of the Spacing Effect in Verbal Learning 


Locus of Equity and Brand Extension 
Stimulus Generalization in Two Associative Learning Processes 


Action-Based Learning Goals and Attention tn the Acquisition of Market 
Knowledge 
Protection of Prior Learning in Complex Consumer Learning Environments 


Asymmetries in the Sequential Learning of Brand Associations 
Implications for the Early Entrant Advantage 

The Slippery Slope The Impact of Feature Alignability on Search and 
Satisfaction 

Smart Subcategories How Assortment Formats Influence Consumer 
Learning and Satisfaction 


Managing What Consumers Learn from Experience 
How Do Young Children Learn to Be Consumers? A Script Processing 
Approach 


Consumer Learning by Analogy A Model of Internal Knowledge Transfer 


The Role of Abstract and Specific Knowledge in the Formation of Product 
Judgments An Analogical Learning Perspective 

How Do Consumers Transfer Existing Knowledge? A Comparison of 
Analogy and Categorization Effects 

When Categorization Is Ambiguous Factors That Facilitate the Use of a 
Multiple Category Inference Strategy 

Factors Affecting the Acquisition and Transfer of Novel Attribute 
Relationships to New Product Categories 
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TABLE 1 
Continued 





A: Declarative Knowledge 





Covariation Judgments and Inferences 
Bettman, Roedder-John, and 
Scott (1986) 
Roedder-John, Scott, and 
Bettman (1986) 
Pechmann and Ratneshwar 
(1992) 
Broniarczyk and Alba (1994) 
Hutchinson and Alba (1997) 


Experiential Learning 
Hoch and Ha (1986) 
Ha and Hoch (1989) 
Huffman and Houston (1993) 
West (1996) 
West, Brown, and Hoch (1996) 
Warlop, Ratneshwar, and 
Van Osselaer (2005) 
Schlosser (2006) 


Latour and Latour (2010) 


Covariation Assessment by Consumers 


Sampling Data for Covariation Assessment The Effect of Prior Beliefs on 
Search Patterns 
Consumer Covariation Judgments Theory or Data Driven? 


The Role of Consumers’ Intuitions in Inference Making 
Heuristics and Biases in the Eye-Balling of Data The Effects of Context 
on Intuitive Correlation Assessment 


Consumer Learning Advertising and the Ambiguity of Product Experience 
Ambiguity, Processing Strategy, and Advertising-Evidence Interactions 
Goal Oriented Experiences and the Development of Knowledge 

Predicting Preferences An Examination of Agent Learning 

Consumption Vocabulary and Preference Formation 

Distinctive Brand Cues and Memory for Product Consumption Experiences 


Learning Through Virtual Product Experience The Role of Imagery on 
True Versus False Memories 

Bridging Aficionados’ Perceptual and Conceptual Knowledge to Enhance 
How They Learn from Experience 


Quantitative Models of Consumer Learning 


Keane and Erdem (1996) 


Villas-Boas (2004) 
Bradlow, Hu, and Ho (2004) 


Akcura, Gonul, and Petrova 
(2004) 

Lewis (2005) 

lyengar, Ansari, and Gupta 
(2007) 

Freimer and Horsky (2008) 


Narayanan and Manchanda 
(2009) 
Zhao, Zhao, and Helsen (2011) 


Decision Making Under Uncertainty Capturing Dynamic Brand Choice 
Processes in Turbulent Consumer Goods Market 

Consumer Learning, Brand Loyalty, and Competition 

Modeling Behavioral Regularities of Consumer Learning in Conjoint 
Analysis 

Consumer Learning and Brand Valuation An Application on 
Over-the-Counter Drugs 

Incorporating Strategic Consumer Behavior into Customer Valuation 

A Model of Consumer Learning for Service Quality and Usage 


Try It, You Will Like It Does Consumer Learning Lead to Competitive 
Price Promotions? 

Heterogeneous Learning and the Targeting of Marketing Communication 
for New Products 

Consumer Learning tn a Turbulent Market Environment Modeling 
Consumer Choice Dynamics After a Product Harm Crisis 


B: Procedural Knowledge 





Effects of Procedural Knowledge 
Johnson, Bellman, and Lohse 
(2003) 
Murray and Haubi (2007) 


Murray and Bellman (201 1) 


Expectation Versus Actual Usage 
(Learning from Usage) 
Moreau and Wood (2006) 


Burson (2007) 


Acquisition of Procedural Knowledge 
Lakshmanan, Lindsey, and 
Krishnan (2010) 


Cognitive Lock-In and the Power Law of Practice 


Explaining Cognitive Lock-In The Role of Skill-Based Habits of Use in 
Consumer Choice 

Productive Play Time The Effect of Practice upon Consumer Demand for 
Hedonic Experiences 


From Fear to Loathing? How Emotion Influences the Evaluation and Early 
Use of Innovations 

Consumer Product Skill Matching The Effects of Difficulty on Relative 
Self-Assessment and Choice 


Practice Makes Perfect? When Does Massed Learning Improve Product 
Usage Proficiency 





Notes Predominant focus of this approach is on isolating and quantifying “consumer learning" [usually of quality of the product] as a 
factor in purchase behavior change time For complete bibliographic information for these sources, see the Web Appendix at 


http //www marketingpower com/|mnov1 1 
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FIGURE 3 
Conceptual Overview and Layout of Studies 
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Notwithstanding the popularity of the power law, a grow- 
ıng body of research points to its limitations in uniquely 
describing individual-level learning (Rickard 1997) For 
example, individual’s gains in cognitive skills may deviate 
significantly from the power law (Rickard 1999) Therefore, 
if individual curves are analyzed separately, what other 
pathways can we expect? Multiple pathways are possible, 
such as power curves of varying parameters, exponential 
curves, and logarithmic curves (Estes 1956, Myung, Kim, 
and Pitt 2000) We hypothesize that some of them are likely 
to take a specific form—namely, a discontinuous learning 
pattern 

The form of the curve may be predicted by the way pro- 
ficiency 1s acquired during initial product use As described 
previously, one route 1s when repeated use of a product 
leads to the development of action-based production rules 
(Anderson 1999), 1n turn leading to more proficient use 
Efficiency 1s gained through practice This path 1s best illus- 
trated by the incremental gains observed in most power law 
curves of learmng An alternative path entails conceptual 
Jearning as the user explores the usage space and discovers 
optimal ways to perform the given task As the person uses 
the product, he or she forms a mental model of the product 
(Norman 2002), which helps with task performance Effec- 
tiveness 1s gained along with enhanced conceptual under- 
standing In turn, increased effectiveness is more likely to 
lead to sudden gains 1n proficiency (Rickard 1999), thereby 
Jeading to discontinuous learning curves (Figure 1) 

Furthermore, when the user engages 1n discovery-based 
learning, 1n addition to greater physical familiarity with the 
product, he or she 1s also likely to develop a better under- 
standing of how the steps in product use and various fea- 
tures hang together Among the different conceptualizations 
of cognitive insight ın the creativity literature (Schilling 
2005), the process by which a schema 1s completed and 
reorganizing of information occurs closely describes the 


110 / Journal of Marketing, November 2011 


formation of a product's mental model through usage The 
subjective experience underlying this process 1s correlated 
with the experience of an “Aha!” moment (Mayer 1995, 
Schilling 2005, Smith, Ward, and Finke 1995) This experi- 
ence 1s akin to that of a first-time user of the Wu Nunchuk, 
who, while learning to manipulate the remote, develops 
not only the procedural, physical skill in operating it but 
also gains an understanding of how the device works for 
him or her (an Aha! experience) In this context, consis- 
tent with prior conceptualizations of cognitive insight, we 
define insight as an experience in which product usage for 
the individual translates from a relatively unconnected set 
of steps into a meaningful sequence of actions In a way, 
the occurrence of insight signals a change 1n a person’s 
declarative knowledge (reorganizing of information into a 
mental model, Schilling 2005) Combining the preceding 
two expectations, formally, we hypothesize the following 


H, At the individual level, learning curves also exhibit discon- 
tinuities 1n performance (completion times), 1n addition to 
power law learning 


H, Discontinuous learning 1s more positively related to the 
occurrence of insight (vs power law learning) 


Two caveats are worth noting First, power law and 
discontinuous learning curves are both possible at the 
individual level—each being indicative of a particular 
learning path In addition, although we expect a significant 
proportion of discontinuous learners, we make no predic- 
tions about their relative proportion Second, the presence 
of individual discontinuous curves does not contradict H,, 
because all consumers do not improve at the same time, 
averaging discontinuous curves across each tnal effectively 
hides its existence from aggregate-level analyses 


Overview of Experimental Protocol 


We conducted a laboratory-based study using Audacity, a 
software product used for audio recording, mixing, file mod- 
ification, and organization of digital music Such products 
are highly relevant to our participant group because they 
involve digitally stored music, in addition, similar prod- 
ucts have been used ın recent experimental research ın mar- 
keting (eg, Thompson, Hamilton, and Rust 2005) Our 
broad experimental approach uses multiple product usage 
episodes (trials) to allow for and track participants! learn- 
ıng We constructed a task (detailed ın the next section) for 
which completion time could be measured unobtrusively 
Task completion time has a rich history in prior psychology 
and human-factors research as a measure of proficiency (for 
a review, see Hornbaek 2006) and has been used 1n mar- 
keting to tap 1nto user skills as well as related downstream 
phenomena (e g , Huang, Lurie, and Mitra 2009, Johnson, 
Bellman, and Lohse 2003, Moe and Yang 2009, Murray and 
Haubl 2007) The experimental task was repeated within 
subjects, and completion time was measured for each repe- 
tition We used the completion times for each participant to 
deduce the type of learning curve We outline the details of 
the procedure next 


Method 


One hundred fifty-three undergraduate marketing students 
at a large midwestern university participated 1n. exchange 
for course credit Data were collected using computers 
on which Audacity was preinstalled The task (on which 
participants learned to use the product) required them to 
use Audacity to change the baseline volume of digital 
music files stored on the respective computers This type 
of audio modification 1s particularly relevant to the partic- 
ipants because 1t may be eventually used to change ring- 
tones, alarms, or chimes 1n a variety of digital devices 
Because Audacity 1s an open-source software product, we 
also collected information on participants’ prior exposure to 
it (less than 10% had any prior exposure) Analyses using 
this variable revealed no differences across groups, and we 
collapsed data for hypothesis testing 

At the outset of the study, a brief description of Audacity 
was shown to all participants, 1ntroducing 1t as a beta version 
of an upcoming product needing user testing Included 1n the 
description were details about 1ts purpose, various features, 
and different ways digital music can be modified and man- 
aged using it After this, instructions on how to perform the 
usage task were shown once (Part 1 of the Web Appendix 
at http //www marketingpower com/jmnov11) Then, partic- 
ıpants completed the specified task multiple times during the 
session A set of six identical files (using different file names 
to avoid suspicion and tedium) were placed in a folder 
Each participant completed the main experiment through 
MediaLab, and at the appropriate juncture, Audacity was 
opened to undertake the usage tasks We ascertained cor- 
rect completion using a probe question at the end of each 
trial The analyses showed that all participants completed 
the tasks correctly 

We plotted learning curves for each participant using 
the completion times (measured unobtrusively using 
MediaLab) for each trial, and independent coders catego- 
rized these plots into two classes discontinuous curves or 


power law curves (see Figure 1) Coders, blind to the condi- 
tions of the experiment, were instructed to code the graphs 
according to the criterion of whether they observed a grad- 
ual, smooth reduction in completion times or whether they 
saw a distinct, abrupt drop If they did see a drop, they 
were instructed to mark the trial on which they observed 
the drop Intercoder agreement was high (Krippendorff's 
a= 79), and disagreements were resolved by discussion 

In addition, cognitive response protocols were collected 
toward the end of the session for process analysis These 
were coded for the presence of words/phrases showing that 
the participant was able to form a deeper understanding 
of the product usage during learning tnals This procedure 
ıs especially common ın usability research (Ericsson 2006, 
Van den Haak and De Jong 2003) and also has a rich his- 
tory 1n psychology (Crutcher 1994, Ericsson and Simon 
1993, Payne 1994) and consumer decision making (Bethal 
and Chakravarti 1982) for process tracing Phrases were 
coded for evidence of a mental model of how the product 
was to be used and how its features fit together Demo- 
graphics and covariates were collected at the end 


Covariates 


Among the variables of interest for this study, we placed 
particular focus on four variables that could potentially 
affect participants' 1nformation processing with respect to 
usage learning through product trial We measured prior 
knowledge of the product category using six items All 
items loaded onto a single factor, and the summated scale 
was reliable (Cronbach's a = 88) We used a measure of 
anxiety with technological products (four items) adapted 
from prior research (Meuter et al 2005) (a= 85) In addı- 
tion, we measured product category relevance using a three- 
item scale (a= 91) Finally, after the experimental session 
and an unrelated filler task, we administered the need-for- 
cognitive-closure scale (Webster and Kruglanski 1994) We 
include all covariates 1n regression models and report them 
if they are significant 


Analysis and Results 


To test the power law hypothesis for aggregate learning 
curves (H,), we fit a model of the form given in Equation 1 
to aggregate completion times The resulting model had a 
good fit, and the fit was significantly better than the bench- 
mark linear model (Rĝ we = 97, R2,,, = 81, F(1,915) = 
312 12, p « 001), providing direct support for H, 

To test H,, we performed the following steps To cross- 
validate coders’ categorization, we first estimated the power 
law model (Equation 1) on individual completion time data 
that were classified as power law curves 


(1) CT — o x TRIAL, 


where CT is completion time for the usage task, a 1s 
a constant representing baseline performance at the first 
trial, B represents the rate parameter governing the neg- 
ative change 1n completion times over trials, and TRIAL 
1s the number of the learning trial In addition, we fit 
the sigmoid-shaped dose-response curve used in the life 
sciences (Motulsky and Christopoulos 2003) to test for 
abrupt changes in completion times The sigmoid curve has 
been used to model discontinuous changes, such as radical 
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innovation and the impact of disruptive technologies (e g, 
Sood and Tellis 2005), and thus forms an appropriate foun- 
dation for modeling the discontinuous change ın ındıvıd- 
ual completion times The functional form 1s given by the 
following 


a-p 


(2) CT=B+ rai)? 


where a and 8 are the top and bottom intercepts and "y 1s 
the slope parameter, which also governs the tnal num- 
ber ın which completion time drops abruptly We used 
the Bayesian information criterion (BIC, Schwarz 1978) to 
assess model fit because it imposes a strong penalty for 
additional parameters (thereby correcting for overfitting) 

Specifically, we fit both Equations 1 and 2 on each group 
with TRIAL as independent variable (numbered from 1 
to 6) and completion time (CT) as the dependent vari- 
able We freely estimated model parameters for the power 
model (a = baseline performance, B = rate) as well as 
the sigmoid model (a = top intercept, B = bottom inter- 
cept, and y = slope) We retained individual-level observa- 
tions throughout and fit a fully disaggregate model on each 
group We used the maximum likelihood estimation with 
the default Gauss-Newton algorithm via the nls procedure 
in the R statistical environment 

In support of the coders’ classification, we find that 
for the curves classified as power law, Equation 1 fit the 
data better than Equation 2 To test whether curves clas- 
sified as discontinuous were indeed fit better by Equa- 
tion 2, we needed to obtain sufficient degrees of freedom 
for each comparison while minimizing issues due to aver- 
aging across participants To this end, we pooled individual 
curves into groups according to the trial ın which the abrupt 
drop was observed We estimated Equations 1 and 2 on 
each group and found that across all model comparisons, 
the sigmoid equation fit the data better for discontinuous 
curves versus the power equation (Table 2) In support of 
H,, we observed that 54% of the curves were discontinuous 
(x? = 495 78, p « 001), a proportion significantly greater 
than the null hypothesis of no discontinuous change ! 

We tested H, by independently assessing type of learn- 
ing (power law vs discontinuous) and presence of insight 
and examining the correlation between these two variables 
If insight ıs not positively correlated with discontinuous 
learning, H4 is rejected We tested H4 by estimating a 
logistic regression model with the occurrence of insight as 
dependent variable, learning curve type (power vs discon- 
tinuous) as predictor, and prior knowledge, technological 
anxiety, product category relevance, and need for closure 
as covariates In support of H5, we observed a significant 
main effect for curve type (Wald x” 24 3, p< 04) such that 
discontinuous curves were positively related to the expe- 
rience of insight None of the covariates were statistically 
significant (p > 2) 


! A separate study (n = 78) independently replicated this find- 
ing with 30% of learners ın that study evidencing discontinuous 
curves (x? = 126 36, p< 001) Model comparisons between the 
two learning curves for all groups were consistent with Study 1, 
attesting to the robustness of this empirical finding 
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TABLE 2 


Model Comparisons (BIC) 


Curve Type 


Discontinuity at Trial 2 
Discontinuity at Trial 3 
Discontinuity at Trial 4 
Discontinuity at Trial 5 
Discontinuity at Trial 6 
Power law group 


Curve Type 


Discontinuity at Trial 2 
Discontinuity at Trial 3 
Discontinuity at Trial 4 
Discontinuity at Trial 5 
Discontinuity at Trial 6 
Power law group 


Curve Type 


Discontinuity at Trial 2 
Discontinuity at Trial 3 
Discontinuity at Trial 4 
Discontinuity at Trial 5 
Discontinuity at Trial 6 
Power law group 


A: Study 1 


Power 
Model 


1034 43 

1873 7 
814 25 
912 65 
4214 

4548 65 


B Study 2 


Power 
Model 


1178 94 
1812 16 
1069 09 
204 97 
177 23 
5277 65 


B Study 4 


Power 
Model 


167 29 
638 14 
317 18 
185 82 
32 92 
2933 51 


Sigmoid 
Model 


1027 75 
1868 13 
807 44 
909 86 
419 66 
4632 83 


Sigmoid 
Model 


1133 86 
1807 51 
1065 14 
203 57 
177 02 
5371 78 


Sigmoid 
Model 


165 78 
637 3 
314 56 
185 07 
32 65 
2955 96 


d.f.sigmoid 


99 
183 
81 
87 
39 
41 


d.f sigmoid 


105 
147 
93 
15 
15 
489 


d f-sigmoid 


15 
57 
27 
15 
3 
303 


Notes The two-parameter power models each have one greater 
degree of freedom than that reported for the three-parameter 


sigmoid models 


Discussion 


The findings from this study provide evidence of a qual- 
itatively different form of learning at the individual level 
Although the power curve fit the aggregate data well 
and accounted for 97% of the vanation ın performance 
improvement, the fit overshadowed the existence of other 
forms of learning When the same data were investigated at 
the individual level, we identified a significant number of 
learners (54% of our sample) who exhibited abrupt jumps 
in performance during their product usage It is important 
to note that discontinuous and power law learners did not 
differ in terms of their eventual postlearning performance 
(p> 5) Thus, proficiency with using the product was no 
different between the learning paths, only the form of learn- 
ing differed (for the empirical curves, see Figure 4) 
Importantly, the logistic regression of the incidence 
of insight (culled from participant's cognitive responses) 
based on learning curve type (H4) was significant, suggest- 
ing that differences 1n the form of learning are correlated 
with qualitatively different learning experiences In partic- 
ular, we find that those people who exhibited discontinuous 
performance gains also were more likely to form a men- 
tal model for how to use the product This process, similar 
to the completion of a mental schema, should lead to the 
Aha! experience (cognitive insight, Schilling 2005) This 
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raises the question, Why should such an experience matter? 
The next study examines why discontinuous learning and 
insight may lead to unique consumer consequences, such 
as affect and product perceptions 


Study 2: Positive Consequences of 
Insight-Driven Learning 


Our expectations regarding consumer perceptions stem 
from two characteristics of discontinuous learning First, 
discontinuous learning 1s defined by abrupt improvements 
in performance, and second, experience of insight 1s more 
likely to accompany this form of learning This Aha! expe- 
rience should be more likely to positively affect the mood 
of the consumer on account of the “joy of learning” In 
other words, users who experience insight are likely to 
feel good about their learning experience Furthermore, 
signal detection principles suggest that, 1n general, incre- 
mental changes are less likely to be noticed than abrupt 
ones İt 1s reasonable to expect that consumers who have a 
jump 1n learning (à la the discontinuous curve) would be 
more likely to notice their own 1mprovement versus those 
whose gains are more incremental (the power law trend) 
Conversely, consumers whose performance improvement 
1s more in line with the power curve are (1) less likely 
to experience insight and (2) less likely to notice their 
improved performance, thereby feeling less positive 1n gen- 
eral Therefore, combining the preceding, we hypothesize 
the following 


H, (a) Users with discontinuous (vs power law) learning 
exhibit greater positive affect, and (b) the effect of discon- 
tinuous learning on affect 1s mediated by insight 


Extensive research has shown that positive affect gen- 
erated from an experience often transfers to another (even 
unrelated) context and has the potential to directly affect 
consumer decision making (Isen 2001) Thus, affect gener- 
ated through insight should also transfer to the product In 
this connection, because insight also corresponds with bet- 
ter understanding (Norman 2002, Schilling 2005), positive 
affect generated through discontinuous learning 1s accentu- 
ated As a result of (1) the temporal proximity of the Aha! 
experience with product usage and (2) the direct connec- 
tion between understanding generated through insight and 
product usage, the positive affect should be transferred to 
the product In combination with greater clarity about the 
product and learning-driven positive affect, a person should 
develop stronger perceptions of the product's future usabil- 
ity In turn, behavioral intentions pertaining to product use 
(Davis 1989) should be stronger for insight-driven learners 
Formally, 


H, Users who experience insight (vs those who do not) dur- 
ing learning have greater usage 1ntentions 


H, The effect of insight on usage intentions 1s mediated by 
affect 


Thus, Study 2 focuses on how insight ıs related to crit- 
ical product adoption factors such as affect and future 
usage intentions, thereby enriching the technology adop- 
tion model (Dabholkar and Bagozzı 2002, Davis 1989) and 
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adding to extant research on consumer judgments 1n skill- 
based product categories (Burson 2007) 


Method 


One hundred forty-seven undergraduate marketing students 
participated 1n the study 1n exchange for course credit The 
overall method and procedure 1s similar to Study 1 A brief 
description of Audacity was shown to all participants, and 
a set of six identical tasks were administered Comple- 
tion times for all trials were collected unobtrusively, which 
was the basis for plotting the learning curves Participants’ 
affective state was measured immediately after the learn- 
ing phase (and before dependent measures and covariates) 
using the positive and negative affect schedule (Watson, 
Clark, and Tellegen 1988) 

The occurrence of insight during learning was coded 
following the protocol used ın Study 1 (Kmppendorff’s 
a= 82) from the cognitive responses Usage intentions 
(three-1tem modified behavioral intentions scale), demo- 
graphic variables, and other covariates—technological anx- 
1ety, relevance, and prior knowledge—-were collected at the 
end of the session As in the previous study, two inde- 
pendent coders categorized individual learning curves into 
discontinuous and power law curves Intercoder agreement 
was high (Krippendorff’s a= 84), and disagreements were 
resolved by discussion Curve fit analyses indicated that the 
coders’ classification was robust (Table 2) 


Results 


Replication Replicating H,, the power law fit for aggre- 
gate learning curves was supported (Rê we = 95) and com- 
pared well with the benchmark linear regression (Rİ near = 

82) In addition, replicating H5, we observed that overall, 
44% of the participants were discontinuous learners (x? = 
467 76, p « 001) Moreover, replicating H5, insight sig- 
nificantly and positively related to discontinuous learning 


curves (Wald x? = 13 05, p< 001) 


Affect To test H,, we estimated a mediation model using 
the Preacher-Hayes bootstrapping procedure (Preacher and 
Hayes 2004) with discontinuous learning (yes/no) as the 
predictor, affect as the criterion, and insight (yes/no) as the 
mediator We included final completion times and ındıvıd- 
ual learning rates as control variables In support of H,,, the 
effect of discontinuous learning on affect (without mediat- 
ing paths) was positive and significant (t = 2 18, p< 03) 
Furthermore, the effect of discontinuous learning on affect 
was fully mediated by insight The bias-corrected 95% con- 
fidence interval of the IV — M — DV path did not include 
0 (1 1595, 5 3156), and the direct effect of discontinuous 
Jearning on affect after removing the effect explained by 
the mediating path was not significant (p > 3) The effects 
for control variables were not significant (p > 10) These 
results support a fully mediated model of discontinuous 
learning leading to greater positive affect through the occur- 
rence of insight (H,) 


Usage intentions A regression with usage intentions as 
the criterion and insight as the predictor showed that 
insight significantly and positively predicted usage inten- 
tions (B= 17, t=202, p< 05), lending support to H, 
(Table 3) We tested the mediation hypothesis (H,) using 
the Preacher-Hayes procedure In the model with insight 


TABLE 3 
Affect and Usage Intentions by Insight: Study 2 








Affect Usage Intentions 
Insight 4 23 7 55 
No insight —2 42 6 06 





Notes Individual column comparisons of means were significantly 
different at the 05 level or less 


leading to greater usage 1ntentions through positive affect, 
the direct effect of insight on usage intentions was not 
significant (t= 54, p> 5), whereas the mediated path 
(insight — affect — intentions) was significant and positive 
(95% confidence interval 5002, 1 8607), indicating full 
mediation 


Discussion 


Study 2 replicates key findings from Study 1 and provides 
additional evidence in support of a qualitatively different 
form of learning insight-based learning An important sub- 
stantıve consequence of this alternative route 1s that the 
occurrence of insight leads to greater positive affect, which 
in turn influences consumer intentions critical to predicting 
successful usage adoption (Moreau and Dahl 2005, Shih 
and Venkatesh 2004, Wood and Moreau 2006) 

Thus, 1n addition to providing evidence on the robustness 
of discontinuous learning, Study 2 also offers a fresh view 
of consumer-level drivers of usage adoption Notably, we 
find that insight-driven discontinuous learning during initial 
product trial has direct positive consequences for adoption 
beyond what might be expected from traditional power law 
learning Notably, these stronger intentions do not seem 
to arise out of any differences in proficiency but largely 
from the experience of insight Final completion times for 
insight-versus non-insight-driven learners did not differ, but 
behavioral intentions did 

Thus, fostering discontinuous learning offers one way to 
enhance usage intentions Specifically, designing features 
or setting up initial trials to enhance the likelihood of an 
Aha! experience offers a new way to ensure that prod- 
uct adoption goes beyond purchase and extends into usage 
(Shih and Venkatesh 2004) Theoretically, the mediation 
results from this study directly contribute to enriching the 
technology adoption model (Dabholkar and Bagozzı 2002, 
Davis 1989, Meuter et al 2005) by highlighting the role of 
the type of learning ın the product usage situation Given 
the possible impact of insight on product usage, we now 
turn our attention to antecedents of insight-based learning 
In Study 3, we lay out and test our expectations regarding 
the role of exploration 1n product usage 


Study 3: Antecedents of 
Insight-Driven Learning 


In Studies 1 and 2, we focused on outlining the different 
learning routes by analyzing completion time trends The 
broad theoretical basis for expecting discontinuous learning 
stems from the notion of discovery dunng initial. product 
trial The experience of insight acts as a key driver affect- 
ıng proficiency and perceptions Discovery-based learn- 
ıng predicates exploration as a factor facilitating learning 


(Yechiam, Erev, and Gopher 2001) and subsequent per- 
formance The underlying rationale 1s that because explo- 
ration encourages a more complete examination of the 
usage space, ıt should enhance the likelihood of discover- 
ing different (and possibly better) strategies in performing 
a task with the product, thereby fostermg the experience of 
insight Consistent with this expectation, exploration should 
lead to broader learning and the development of a flexible 
knowledge base with regard to using a product In particu- 
lar, as a person tries out different aspects of the product, he 
or she 1s more likely to acquire a deeper understanding of 
the product layout, product features, and how the features 
hang together, thereby enhancing his or her mental model 
of the product (Norman 2005) In contrast, low exploration 
during initial learning should limit the experience of insight 
and lead to limited how-to knowledge—notably, knowledge 
that 1s specific to the product usage task Thus, exploration 
(vs no exploration) during initial trial should lead to more 
flexible and generalizable knowledge (Taatgen et al 2008), 
which should be reflected in consumers’ mental models 

Formally, 


H, Encouraging exploration during learning (vs not) leads to 
greater overall quality of consumers’ mental models 


The enhanced flexibility in knowledge gained along with 
greater effectiveness 1n using a product should be partic- 
ularly evident in usage contexts in which prior knowl- 
edge 1s limited (Taatgen et al 2008) Transfer tasks present 
one such context A transfer task 1s one that 1s related 
to but different from the task initially performed Transfer 
contexts are especially relevant when considering products 
with multiple functionalities For example, people may ını- 
tially learn different modes of image capture ın a digital 
camera but, over time, may use different features (e g , var- 
1ous resolution settings, timer setup) How well consumers 
learn to use these related but previously unlearned features 
may strongly affect how much they eventually use the prod- 
uct and, in turn, how easily or quickly the product diffuses 
through the market (Shih and Venkatesh 2004) 

Because exploration leads to more flexible and gener- 
alizable knowledge (Taatgen et al 2008), it should be 
well suited to 1mprove performance in new usage con- 
texts (1e, a transfer task) However, the overall beneficial 
effect of exploration on transfer task performance should 
be moderated by the type of task—ın particular, its com- 
plexity When transfer task complexity 1s high, the steps 
involved in using the product should be more difficult to 
uncover and perform (than a low complexity task) With 
high exploration during learning, people are more likely 
to (1) make linkages between steps involved 1n using the 
product, (2) make connections between different features 
of the product and how they come together, and there- 
fore (3) get a better overall sense—a more comprehen- 
sive mental model—of the product When faced with a 
complex transfer task, the availability of a good mental 
model should lead exploration-based learners to perform 
better than those not engaging in exploration during: ını- 
tial learning. However, when the transfer task 1s not very 
complex, the steps 1nvolved are relatively easier to uncover 
and perform, thereby yielding no discernible advantage 
for the exploration-based learner (compared with those not 
engaged 1n exploration during learning) Thus 
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He (a) Encouraging exploration during learning (vs not) leads 
to better transfer task performance, and (b) performance 
improvement 1s greater (less) when transfer task complex- 
ity 1s high (low) 


In addition to experimentally manipulating exploration 
jn Study 3, we recruited two new measures to assess the 
(1) quality of performance and (2) consumers’ mental mod- 
els generated during learning First, we devised a new trans- 
fer task ın Study 3 to tap how well consumers are able 
to use a product This task generated unique participant- 
specific output, which could then be analyzed for perfor- 
mance quality Second, to measure the quality of insight 
generated during learmng, we adapted the concept-mapping 
procedure developed by Novak and colleagues (e g , Novak 
2002, Novak, Gowin, and Johansen 1983) This procedure 
calls on participants to generate a pictorial representation 
of the knowledge gained during product use and thus builds 
on the verbal protocol methods used in usability research 
We detail these procedures 1n the next section 


Method 


Study 3 used a 2 (learning type exploration vs no 
exploration) x 2 (transfer task complex vs simple) 
between-subjects full-factorial design with proficiency on 
a transfer task as the dependent measure Sıxty-sıx under- 
graduate students completed the study ın exchange for 
course credit We developed a new task involving Audac- 
ity and constructed objective measures derived from this 
task for performance assessment Specifically, we designed 
the task such that each participant produced a unique file 
whose acoustic quality could then be analyzed using the 
Audacity software The transfer task entailed converting a 
music file into a mobile phone mngtone, which 1s a rele- 
vant task for this sample (for details, see Part 2 of the Web 
Appendix at http //www marketingpower com/jmnov11) In 
essence, it involved trimming the music file to a suitable 
length (20 seconds) and boosting the lower (bass) frequen- 
cies of the music so that it sounds better on the smaller 
speakers usually found on cell phones After completing 
these steps, participants saved their output files and pro- 
ceeded to the next section of the study We subsequently 
analyzed these individual files for (1) deviation from the 
ringtone length specified ın the structions and (2) ampli- 
tude of bass frequencies ın the ringtone Using the acoustic 
analysis features ın Audacity, an independent judge deter- 
mined each participant's performance on these two dimen- 
sions from their unique output file 

The exploration manipulation was administered by 
encouraging the participants in this group to “explore the 
product and try out its different features” We asked partic- 
ipants to rate the extent of exploration during their learning 
trials on a seven-point scale (1 = "did not play around,” 
and 7 = “played around with the software"), and anal- 
yses revealed that participants in the exploration condi- 
tion engaged 1n greater exploration than the no-exploration 
group (Mexpiore =2 9, MNo-Bxplore =2 3, p< 05) We manıp- 
ulated task complexity by introducing an additional step 
to the conversion task for the high-complexity condition 
Specifically, the additional step required participants to 
combine two parallel stereo tracks into one at the time of 
saving the output This step does not change the acoustic 
characteristics of the output file, which enabled us to have 
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measures that are directly comparable across groups At the 
end of the study, we obtained complexity ratings for the 
transfer task on a seven-point scale (1 = “very simple,’ and 
7 — “very complex") As we expected, participants rated the 
complex transfer task significantly more complex than the 
simple transfer task (Meomptex 74 76, Msmple 74 27, p < 05) 

Immediately after the learning trials, concept map mea- 
sures were collected (Novak 2002) Participants drew a 
boxes-and-arrows diagram of their understanding of the 
product features and how the product is used to mod- 
ify digital music Following the overall procedure outlined 
in Besterfield-Sacre et al (2004), two independent coders 
rated individual concept maps on a nine-pornt scale (1 = 
“low,” and 9 = “hıgh”) across three dimensions correctness 
(reliability = 83), comprehensiveness (reliability = 87), and 
organization (reliability = 89) In particular, correctness 
was assessed by comparing the features and relationships 
between features described by the participant with the 
actual relationships and features derived from the prod- 
uct's description Coders judged comprehensiveness on the 
degree to which the participants! concept map covered the 
set of product features and actions/outcomes that could 
be ascertained through usage during the experimental task 
They judged organization according to the degree to which 
different concepts and relationships were logically inter- 
related in the map A summated score constructed from 
these 1tems formed our measure of quahty of insight (Cron- 
bach's a= 91) 

The cover story and overall procedure was simular to 
previous studies, except the number of learning tnals 
was reduced to three (because exploration was explicitly 
encouraged 1n this study) After the learning trials, the con- 
ceptual mapping measures, and a common filler task, par- 
ticipants completed the transfer task We also measured 
prior history, relevance, involvement, focused attention, and 
technological anxiety as covariates, and we report them 1n 
the analyses 1f significant 


Results and Discussion 


Quality of mental models We expected the mental mod- 
els to be consistently better for the exploration (vs no- 
exploration) group A regression of the concept map scores 
on exploration revealed a main effect 1n the expected direc- 
tion (Mg, 216 76 vs My, = 1498, t= 1 98, p< 05), 
in support of the hypothesized impact of exploration on 
insight (H,) 


Performance Because the deviations from optimum 
ringtone length followed a Poisson distribution (most devı- 
ations close to 0 and a few extending to almost 70 seconds) 
we conducted a Poisson regression with amount of devia- 
tion (error length) as our dependent measure Exploration 
and type of transfer task served as the independent vari- 
ables, with technological anxiety, involvement, attention, 
and prior history as covariates We observed a significant 
main effect for exploration (z = 702, p< 001) A sig- 
nificant two-way interaction (z = 2 94, p < 001) qualified 
this effect Planned contrasts revealed that the average 
error length was significantly lower for the exploration 
group for both the complex (Mcomp Exp = 8 92 seconds vs 
Moomp NoExp = 23 73 seconds, z = 7 02, p < 001) as well 
as simple transfer tasks (Msım Exp = 1158 seconds vs 


Msım NoExp = 22 49 seconds, z = 3 97, p< 001) This dif- 
ference was greater for the complex (vs simple) group, as 
indicated by the significant two-way interaction The effects 
of involvement and attention were negative (in the direction 
expected) and significant (ps < 05) 

We also estimated a linear model with the two exper- 
mental manipulations as factors and the amplitude of bass 
frequencies 1n the ringtone as the dependent measure The 
coefficient for the main effect of exploration was positive 
and significant (t=3 2, p< 003), and a significant two-way 
interaction qualified this effect (t = 2 03, p< 05) Planned 
contrasts showed that in the complex transfer task, explo- 
ration during learning led to significantly better quality (1 e , 
higher relative volume of bass frequencies in the ringtone 
Mcomp Exp = -37 57 decibels vs Mcomp No = —49 1 deci- 
bels, t= 3 21, p< 003), but ın the simple transfer task, the 
difference was not significant (Msım Exp = 736 decibels vs 
Msım NoExp = ~42 38 decibels, t= 49, p> 5) The effect of 
involvement was positive (in the direction expected) and 
significant (p < 05) Thus, across both measures, we find 
that exploration leads to better performance and that the 
improvement 1s greater for complex (vs simple) transfer 
tasks (Hg) Further exploration-based learning also led to 
greater usage intentions (Mg,, =4 69 vs My, = 4 00, t= 
1 89, p= 06)? 

As the results of Study 3 indicate, encouraging explo- 
ration during initial product tnal leads to the formation of 
a broader, more flexible mental model and enhances con- 
sumers’ ability to use the product in different contexts 
Moreover, enhanced exploration seems to lead to greater 
behavioral intentions, similar to those observed 1n Study 2 
as a result of insight This brings to the fore the issue of 
whether current practices in marketing are conducive for 
insight-driven learning We turn to this issue ın Study 4 


Study 4: Are Marketing Practices 
Conducive for Insight-Driven 
Learning? 


Because consumer learning 1s critical to new product adop- 
tion, firms often engage 1n practices aimed at easing the 
process Providing step-by-step instructions 1s a common 
practice, and instruction manuals exemplify this approach 
Given that insight-based learning has positive effects on 
perceptions, it 1s important to understand whether current 
marketing practices with regard to instructions are con- 
ducive to fostering insight-driven learning 

Although instruction manuals have advantages (Wright 
1983), providing instructions to first-üme users has also 
been shown to have no impact (Rettig 1991, Scharer 1983) 
or even reduce performance (Allwood 1990) Because tasks 
vary across studies, 1t becomes difficult to compare across 





^The exploration and no-exploration groups did not differ in 
terms of attention, involvement, and motivation (all ps > 25) Fur- 
thermore, controlling for these factors, a one-way analysis of varı- 
ance on the average time taken during learning tnals revealed no 
significant effect for the exploration mampulation (p > 2), ruling 
out the alternative explanation that participants 1n the exploration 
group worked harder or paid greater attention to the product 


these conflicting findings Therefore, analyzing usage learn- 
ing and taking into account the type of learning might better 
explain these contradictory expectations 

The assumption underlying the use of manuals 1s that the 
availability of instructions helps people learn the sequence 
of steps needed to use a product feature However, avail- 
ability of instructions during actual product usage may 
encourage users to refer to them more often, thereby 1mped- 
ing active exploration In this connection, the exploration 
hypothesis posits that 1nadequate exploration leads to sub- 
optimal usage strategies Allowing for sufficient trial and 
error with the feature will lead to optimal strategies and 
help performance Thus, providing usage instructions with 
the product (1e, before the consumer has explored the 
usage space) may lead to short-term performance bene- 
fits but is also likely to reduce the experience of insight 
during the initial trial by suppressing potential exploration 
(Yechiam, Erev, and Gopher 2001) In turn, this limits the 
individual-specific, discontinuous gains that are possible 
with exploration-driven learning Formally, 


Hg Providing usage instructions (vs no instructions) leads to 
(1) reduced exploration and (2) reduced likelihood of dis- 
continuous learning 


Hio The negative effect of instructions on discontinuous learn- 
ing 1s mediated by exploration 


Design and Procedure 


Study 4 employed a single factor (instructions present 
vs absent) between-subjects design using the same overall 
experimental protocol as Studies 1 and 2 All participants 
were exposed once by computer to stepwise instructions on 
how to use the product to complete the experimental task 
Subsequently, these instructions were provided (not pro- 
vided) as a printout to the instructions-present (ınstructıons- 
absent) group and formed our instructions manipulation 
Data were collected on computers, and the experimental 
task involved using software (Audacity) to modify digital 
music We used a different task for this study introducing a 
fade-off effect to the music Instructions explicitly specified 
the feature to be used, and the steps needed to complete 
the task, as would be typical in a product usage manual 

A set of six identical tasks (on differently named files) 
were administered, and completion times were measured 
unobtrusively, which formed the basis of the coding of 
two types of learning curves (intercoder reliability = 88)? 
Coders resolved disagreements by discussion Thus classi- 
fication was also verified using the alternative model fits 





*To venfy the robustness of coder-based classification, we 
employed an objective, time-based criterion simular to autoregres- 
sive moving average modeling We defined a discontinuity when 
the drop in completion times between any two trials exceeded 
150% of the average intertrial completion time drops for each par- 
ticipant This classification yielded results similar to the coders’ 
and was in general agreement with it (percentage agreement 
across three studies ranged between 89% and 93%) The results 
of other analyses using this mathematically defined discontinuity 
were also consistent with current patterns and do not change the 
overall inference from our research 
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and found to be robust (Table 2) Participants’ thought pro- 
tocols were collected and coded for evidence of explo- 
ration (1 = “low” and 7 = "high", reliability = 81) during 
the experimental task Words or phrases such as “played 
around with," “fiddled around with," “tried out different 
things,” and so on, were coded as evidence of high levels 
of exploration, and words or phrases suggesting that par- 
ticipants just repeated the basic steps were coded as low in 
exploration 


Results 


Exploration and discontinuous learning Seventy-three 
undergraduate marketing students at a large midwestern 
university participated in the study in exchange for course 
credit We estimated a regression model with exploration 
as the dependent measure, presence (absence) of instruc- 
tions as the factor, and involvement, motivation, and prior 
knowledge as covariates None of the covariates had signif- 
icant effects and thus were excluded from further analyses 
The model revealed a significant, negative effect of 1nstruc- 
tions on exploration (B =— 43, t=4 03, p< 001), ın support 
of Hs, 

Similarly, we estimated a logistic regression with discon- 
tinuity in learning curves (yes/no) as dependent measure 
and instructions (present/absent) as the explanatory vari- 
able The model revealed a significant effect of instructions 
(Wald x? =5 11, p< 025), and the parameter was negative, 
indicating that providing instructions reduced the likelihood 
of discontinuous learning, ın support of Hg, Importantly, 
the relationship between exploration and discontinuity in 
learning curves was also supported A logistic regression 
on discontinuity with exploration as the predictor revealed 
a significant, positive effect of exploration on the likelihood 
of a discontinuous learning curve (Wald x” =4 45, p< 03) 


Mediation analysis We estimated a mediation model 
using the Preacher-Hayes bootstrapping procedure with 
discontinuity as the dependent variable, exploration as the 
mediator, and instructions as the predictor variable We 
observed that the total indirect path (IV — M — DV) was 
significant and the bias-corrected 95% confidence intervals 
of the 1ndirect path did not include 0 (— 2283 to — 0087) 
The direct effect of instructions on learning curve discon- 
tinuity was not significant (p > 10) In combination, the 
results from this analysis support the fully mediated pattern 
of effects predicted ın Hip * 


Discussion 


The results from Study 4 lend support to H, and Hyp, 
the hypotheses outlimng the effects of usage instructions 
on discontinuous learning Counter to lay expectations, we 
find that providing usage instructions, such as the step-by- 
step written 1nstructions commonly found 1n user manuals, 
reduces discontinuous learning Availability of instructions 
during the initial trial process potentially leads new users 
to rely on them and, as a consequence, reduces exploration 


“Comparısons between the instructions versus no-instructions 
group revealed no significant differences ın terms of attention, 
involvement, motivation (all ps > 5), and average task times for 
learning trials (p> 17), thereby ruling out the alternative expla- 
nation that printed 1nstructions served as a distraction 
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of the product In this sense, 1nstructions become a prop 
(or even a security blanket) that deters users from trying 
out aspects of the product, 1n turn reducing the odds of 
discontinuous learning 

These findings have 1mportant consequences for product 
adoption and the design and marketing of new products 
In particular, standard, user-manual-style written instruc- 
tions seem to reduce the likelihood of insight-driven learn- 
ing and thus the opportunity of greater positive affect and 
usage intentions that go with 1t. Because firms deploy user 
manuals as an important aid 1n learning to use products, 
they often direct consumers to manuals at the first avail- 
able opportunity for further guidance (the online equiva- 
lent being the “Help” files commonly found 1n software or 
websites) Our findings suggest that such practices might 
be counterproductive 1n some contexts and may need to 
be tempered when consumer-led or self-directed learning 
is of interest This research does not dispute the overall 
value of a readily available user manual and also notes that 
legal considerations often necessitate making one available 
to consumers However, our findings suggest that even with 
written instructions made available, actively encouraging 
exploration may help firms attain the benefits of insight- 
driven learning 


General Discussion 


This study’s purpose is to develop and test a framework 
for how consumers learn to use products Table 4 summa- 
rizes the findings The core finding is the demonstration of 








TABLE 4 
Summary of Findings 

Study Hypothesis Result 

1 Power law fits better than linear trend Supported 
for aggregate learning curves (Hi) 

1 Discontinuous curves also present for Supported 
individual learners (Hə) 

1 Discontinuous learning more likely to — Supported 
relate to insight (H3) 

2 Discontinuous learning leads to Supported 
positive affect (H,,) 

2 Effect of discontinuous learning on Supported 
affect mediated by insight (Hap) 

2 Discontinuous learning correlates with Supported 
greater usage intentions (He) 

2 Effect of discontinuous learning upon Supported 
usage intentions mediated by 
affect (Hg) 

3 Exploration leads to higher quality of | Supported 
mental models (H;) 

3 Exploration leads to better transfer Supported 
performance (Hga) 

3 Effect of exploration on transfer Supported 
performance is evident for more 
complex tasks but not less complex 
tasks (Hap) 

4 Instructions reduce exploration (Haa) Oo Supported 

4 Instructions reduce discontinuous Supported 
learning (Hap) 

4 Negative effect of instructions on Supported 


discontinuous learning mediated by 
exploration (H:o) 





discontinuous learning and its connection to a qualitatively 
different learning mechanism insight In contrast to views 
of usage learning that conceptualize learning as a grad- 
ual process, discontinuous learning seems to be driven by 
an Aha! experience accompanied by abrupt jumps ın skill 
Enhanced likelihood of better conceptual learning through 
insight also seems to accompany this form of learning 
(Study 1) From the firm's standpoint, this route to learn- 
ing offers the benefit of not only better consumer learning 
but also more favorable consumer perceptions and future 
intentions (Study 2) Given these positive effects, firms may 
foster this form of learning by structuring initial product 
trial to encourage exploration (Study 3) Firms can execute 
this concept ın multiple ways Structuring product tuton- 
als that boost exploration and fostering 1n-store salesperson 
interactions that encourage consumers to explore are just a 
few such ways to secure the benefits of exploration and dis- 
continuous learning However, following the often-repeated 
process of giving step-by-step written 1nstructions seems to 
diminish the incidence of insight-based learning (Study 4) 
Thus, the form of instruction and reliance on such instruc- 
tions must be tempered with the odds of reducing the lıke- 
lihood of an Aha! experience during learning 


Theoretical Implications 


This research adds to theory on how consumers learn to 
use products Our theoretical framework describes how 
learning to use products might follow different paths 
depending on the relative extent to which declarative 
and procedural knowledge interact during learning This 
is a fertile area for further research because the form 
of interaction between declarative and procedural knowl- 
edge could vary substantially depending on context For 
example, while this research shows one form in which 
insight occurs, other types of interaction such as top-down 
learning (declarative — procedural) or bottom-up learning 
(procedural — declarative) could lead to different conse- 
quences for product usage 

Further research could also examine other forms of 
insight and their role 1n consumer behavior Whereas we 
examined one type of insight, the creativity literature also 
offers other diverse conceptualizations of insight (Schilling 
2005) that may provide fodder for examining other contexts 
A theoretically impactful area for further research might 
stem from a consideration of when alternative types of 
insight (e g , insight via overcoming mental blocks, insight 
due to analogy) relate to product perceptions and usage 

Our research framework could also be used to seed new 
research on how consumers learn to use highly complex 
products Do instructions and exploration play a similar 
role as they do in this study, or does their role change 
due to the complexity of the product? Furthermore, is 
insight as likely in such contexts, and what factors stim- 
ulate insight? On a related note, given the considerable 
attention devoted to incremental versus radical innovation 
(eg, Chandy and Telhs 2000), a relevant question that 
prompts empirical research 1s whether insight 1s fundamen- 
tally related to learning to use radically new products 

The framework we have developed here might also be 
used to stimulate more sophisticated modeling approaches 
For example, formally incorporating heterogeneity 1n curve 


parameters could enhance the discovery and modeling of 
individual differences in learning In addition, hierarchı- 
cal models (with Bayesian estimation) that predict learning 
types according to performance or latent class models clas- 
sifying individuals according to learning trajectories could 
substantially enhance theory development in consumer 
learning ? 

Finally, while extant research in marketing has identified 
procedural knowledge as a key component ın preventing 
brand switching—variously recognized as human capital 
(Murray and Haubl 2007) and cognitive switching costs 
(Johnson, Bellman, and Lohse 2003, Wernerfelt 1985)— 
the route to achieving such capital has not been system- 
atically studied Our research fills this gap by developing 
theory on insight-driven learning As the consumer either 
overcomes initial learning costs (power law) or derives ben- 
efits from initial learning (discontinuous learning), he or 
she develops procedural knowledge (in the form of user 
skills) that could eventually contribute to the development 
of tacit knowledge over time (Matthew and Sternberg 2009, 
Nıckols 2000) ” As immediate memory for the physical 
usage fades and the actual usage becomes habituated, pro- 
ficiency with using a product might move into the domain 
of tacit knowledge, thereby adding to the human capital 
that the consumer has invested 1n the brand (Murray and 
Haubl 2007) Our research also suggests that insight-driven 
learning may indeed offer additional human capital by way 
of the positive emotion generated during initial learning 


Managerial Implications 


With respect to consumers acquiring product usage knowl- 
edge, the predominant perspective guiding extant market- 
ing thought and practice has been the learning-cost view 
Viewed from this lens, initial trial represents a hurdle 
that consumers surmount to become proficient users As 
a result, product design for consumer technology products 
has been dominated by ease-of-use concerns Our research 
shows that initial trial also might present an opportunity to 
add value to the overall customer experience by enhanc- 
ing the possibility of an Aha! experience Experiencing an 
Aha! moment and forming a mental model for the product 
through insight could lead to positive affect and, conse- 
quently, product attachment Therefore, it 1s important to 
acknowledge insight-based learning during use as an alter- 
native to the ease-of-use mantra (eg, “Geico So easy a 
caveman can do 1t") 

Indeed, ın some situations, encouraging discontinuous 
learning might require consumers to deal with difficulty 
For example, the TrackPoint (red button inside the key- 
board) with which the Thinkpad line of laptops 1s strongly 
associated is not, at first glance, an easy-to-use and famil- 
iar interface It involves using a small button embedded in 
the middle of the keyboard to navigate the on-screen cursor 
instead of a touchpad that most laptops feature However, 
when a new customer “gets ıt,” ıt acts as a veritable hook 
to enhance the usage experience and perceived satisfac- 
tion Indeed, this specific feature has generated substantial 
customer involvement and attachment (Hill 2009) to the 
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extent that 1t has now become part of the ThinkPad brand 
identity Notably, the ThinkPad logo sports the red button 
prominently (Hill 2007) This level of attachment to ındı- 
vidual features 1s also evident with other firms’ products 
For example, Apple has leveraged 1nsight-driven consumer 
learning to successfully (re)ıntroduce previously struggling 
platforms such as the tablet PC By positioning the 1Pad 
as an entertainment device and designing 1t such that users 
discover its features through actual tral, the tablet platform 
has been rejuvenated from the initial forays by Microsoft 
(Fontana 2010, Vilches 2010) 

Insight-driven learning offers a different route to sales- 
people's persuasion attempts, rooted 1n the notion of explo- 
ration and discovery Understanding how insight during 
initial trial might positively influence customer affect could 
provide a model for salespersons to encourage this process 
New customers may be explicitly encouraged to try out dif- 
ferent product features, wherein the exploration 1s designed 
to lead them along the Aha! path This form of persuasion 
could help with not only short-term firm objectives (sales) 
stemming from positive affect but also long-term objectives 
(satisfaction, repeat purchase) This form of persuasion has 
been famously championed by Steve Jobs with his “one 
more thing” act at most Apple new product launches 

Finally, because modern technologies direct customers 
toward making choices between platforms rather than 
choices between brands, 1t 15 even more important for firms 
to allow for and, wherever possible, enhance insight-driven 
learning The success of the motion-sensitive Wu platform 
has paved the way for Nintendo’s subsequent cash flow from 
the games ıt sold on this platform Simularly, the success of 
the touch-screen interface allowed Apple to leverage it into 
a remarkably profitable platform suitable for different prod- 
ucts Novel product design and new product trials that facil- 
itate creativity, exploration, and discovery may offer ways 
for firms to encourage insight Competitions that engage 
consumers 1n using the product more effectively or 1n new 
ways (eg, “find ten uses for a Post-it Note") may help 
them explore the product space more fully and lead to an 
Aha! moment Actively engaging 1n social media and online 
forums can also expose consumers to insights from other 
sources—namely, existing customers Insight-based learn- 
ing during initial product trial thus offers a readily acces- 
sible route to confer usage and affective benefits for the 
customer experience 


Appendix 


Subjective Knowledge (Items Anchored 
at 1 and 7) 


As regards audio editor and recorder software, you are 


“Not at all knowledgeable/highly knowledgeable” 
“A complete beginner/an expert” 
“Begun using recently/been using for a long time” 
“Know much less than most people/know much more than 
most people” 
Relative to the rest of the population’s knowledge about 
audio editor and recorder software, you are 
5 “One of the least knowledgeable people/one of the most 
knowledgeable people” 
As regards computer software 1n general, you are 


6 “Not at all knowledgeable/highly knowledgeable " 


BU Non 
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Technological Anxiety (Items Anchored at 

1= "Strongly Disagree," and 7 = "Strongly Agree") 
1 In general, I feel apprehensive about using technology 

Technical terms sound hke confusing Jargon to me 

I have avoided technology because it 1s unfamiliar to me 


I hesitate to use most forms of technology for fear of mak- 
ing mistakes I cannot correct 


RE MW 


Product Category Relevance (Items Anchored 
at 1 and 7) 


How do you rate the job that this product does 1n terms of 
its general significance to you as a consumer? 


1 "Irelevant/relevant " 
2 "Unimportant/very important” 
3 "Not applicable/highly applicable " 


Involvement (Items Anchored at 1 and 7) 


How do you rate the task that you performed during the 
experiment? To me, the task was 


1 “Unexciting/exciting " 

2 “Mundane/fascinating " 
3 "Uninvolving/involving " 
4 "Bonng/nteresting " 


Focused Attention (Items Anchored at 1 and 7) 
While using this software, 


17 “I was not deeply engrossed/deeply engrossed ” 
2 “Not absorbed intently/absorbed intently” 

3 “My attention was not focused/focused ” 

4 “T did not concentrate fully/concentrated fully” 


Need for Cognitive Closure (Items 
Anchored at 1 = "Strongly Disagree," and 
7 = "Strongly Agree") 
] J think that having clear rules and order at work 1s essential 
for success 


2 Even after I’ve made up my mind about something, I am 
always eager to consider a different opinion 


3 Idon't like situations that are uncertain 


4 I dislike questions which could be answered ın many dif- 
ferent ways 


5 I lıke to have friends who are unpredictable 


6 I find that a well ordered lıfe with regular hours suits my 
temperament 


7 lenjoy the uncertainty of gomg into a new situation without 
knowing what might happen 


8 When dining out, I like to go to places where I have been 
before so that I know what to expect 


9 I feel uncomfortable when I don't understand the reason 
why an event occurred ın my life 


10 I feel irritated when one person disagrees with what every- 
one else in a group believes 


11 I hate to change my plans at the last minute 

12 J would describe myself as indecisive 

13 When I go shopping, I have difficulty deciding exactly what 
it is I want 

14 When faced with a problem I usually see the one best solu- 
tion very quickly 


15 When I am confused about an important issue, I feel very 
upset 

16 I tend to put off making important decisions until the last 
possible moment 


17 I usually make important decisions quickly and confidently 
18 I have never been late for an appointment or work 


19 { think it is fun to change my plans at the last moment 
20 My personal space 1s usually messy and disorganized 


21 In most social conflicts, I can easily see which side 1s right 
and which 1s wrong 


22 Ihave never known someone 1 did not like 

23 I tend to struggle with most decisions 

24 I believe orderliness and organization are among the most 
important characteristics of a good student 

25 When considering most conflict situations, I can usually see 
how both sides could be nght 

26 Idon’t like to be with people who are capable of unexpected 
actions 

27 I prefer to socialize with famihar friends because I know 
what to expect from them 

28 1 think that I would learn best ın a class that lacks clearly 
stated objectives and requirements 

29 When thinking about a problem, I consider as many dıffer- 
ent opinions on the issue as possible 

30 I don't like to go into a situation without knowing what I 
can expect from ıt 

31 I like to know what people are thinking all the tıme 

32 I dislike ıt when a person's statement could mean many 
different things 

33 It's annoying to listen to someone who cannot seem to make 
up his or her mind 

34 I find that establishing a consistent routine enables me to 
enjoy life more 


35 J enjoy having a clear and structured mode of life 


36 I prefer interacting with people whose opinions are very 
different from my own 

37 I like to have a plan for everything and a place for every- 
thing 

38 I feel uncomfortable when someone's meaning or intention 
ıs unclear to me 

39 I believe that one should never engage 1n leisure activities 


40 When trying to solve a problem I often see so many possible 
options that it’s confusing 


41 I always see many possible solutions to problems I face 

42 Pd rather know bad news than stay ın a state of uncertainty 

43 I feel that there 1s no such thing as an honest mistake 

44 Ido not usually consult many different options before form- 
ing my own view 

45 I dislike unpredictable situations 

46 1 have never hurt another person's feelings 

47 I dislike the routine aspects of my work 


Positive and Negative Affect (PANAS) Scale 
(Items Anchored at 1 = "Very Slightly,” and 
7 = "Extremely") 


The following are a number of words that describe different 
feelings and emotions Read each item and then check the 
appropriate button below that word Indicate to what extent 
you have felt this way during this experiment 


"Interested," “distressed,” ^ "excited “upset,” 
"strong," "guilty" "scared," “hostile,’ “enthusı- 
astıc,” "proud," “ımtable,* “alert,” “ashamed,” 
"mspired;' “nervous,” "determined," “attentive,” 
“jittery,” “active,” “afraid” 


RA 
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Sujay Dutta, Abhijit Biswas, & Dhruv Grewal 


Regret from Postpurchase 
Discovery of Lower Market Prices: 
Do Price Refunds Help? 


Consumer regret can result in unfavorable outcomes for marketers To prevent regret, many retailers promise to 
refund money to consumers who discover lower prices after purchase The authors show that a refund’s effect on 
felt regret depends on how consumers view these promises İf consumers mainly view them as protective tools 
(i e , adopt a protection focus), postrefund regret is minimal If consumers primarily view such promises as sources 
of information about the retailer's price status (1e , adopt an information focus), regret persists even after refund 
The authors show that regret persists with these consumers because finding a lower price results in a perception 
of trust violation They find that subject to boundary conditions, using a disclaimer that states that the retailer 
does not claim to offer the lowest prices helps avoid this negative outcome for information-focused consumers 
The authors contribute to the literature on outcome reversibility and regret by showing that outcome reversal does 
not necessarily obviate regret In addition, they show that regulatory focus serves as the motivational basis for 


how consumers view refund promises 


Keywords regret, signal focus, regulatory focus, low-price guarantees, trust violation, message framing 


find lower prices for the same or similar products 
ıs a widespread retailing phenomenon Researchers 
largely have viewed these promuses, referred to as low-price 
guarantees (e g, Biswas, Dutta, and Pullig 2006), price- 
matching guarantees (e g , Kukar-Kinney and Walters 2003, 
Srivastava and Lune 2001), or price-matching refund poli- 
cies (Jain and Srivastava 2000), as signals of low prices 
In addition, these promises aim to prevent regret after con- 
sumers find a lower price 1n the market (McConnell et al 
2000) Postpurchase regret might raise complaint intention 
while reducing satisfaction and repurchase intention (Tsiros 
and Mittal 2000), and marketers are adopting practices to 
obviate regret For example, a recently televised advertise- 
ment by Sears promised, “Real Time Price Checks! Next 
Day Delivery! No Regrets!” In this research, we investi- 
gate whether retail price refunds actually prevent consumer 
regret following their discovery of a lower price 
Regret should be minimal if the negative outcome fol- 
lowing a choice 1s reversed (eg, Engel, Blackwell, and 


D: to refund money to customers who may 
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Mimard 1995, Landman 1993) A possible negative out- 
come of choosing a retailer 1s the consumer’s discovery of 
a lower price for the purchased product, leading to regret 
A price refund 1s meant to reverse this outcome, thereby 
reducing the consumer’s regret However, 1n a pilot study, 
we find that refund has a limited impact on regret We 
argue that consumers’ dominant view of a low-price signal 
(1e, their signal focus, Dutta, Biswas, and Grewal 2007) 
determines whether refund obviates their regret 
Consumers might view a refund promise as a signal 
that the retailer offers the lowest prices (1e, information 
focus) or as a tool to protect them from fluctuating mar- 
ket prices (1e, protection focus) In Study 1, we mea- 
sure respondents’ signal focus and find that consumers who 
are predominantly information focused exhibit higher lev- 
els of regret and lower repurchase intention than those 
who are predominantly protection focused Recognizing 
that refunds do not obviate regret for 1nformation-focused 
consumers, we hypothesize that framing a price guarantee 
with a disclaimer that the retailer might not have the low- 
est prices might reduce their regret In Study 2, we directly 
manipulate signal focus and find that a disclaimer-based 
framing helps obviate postrefund regret ın information- 
focused consumers Subsequently, we extend our under- 
standing of the nature and role of signal focus In Study 3a, 
we demonstrate that regulatory focus (eg , Higgins 1997) 
serves as the motivational basis for signal focus, and 1n 3b, 
we vary respondents’ signal focus by manipulating their 
regulatory focus and replicate the core findings of Study 2 
Finally, 1n Study 4, we demonstrate a boundary condition to 
the efficacy of dısclarmer-based framing We find that such 
a framing 1s less likely to obviate postrefund regret and 
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raise repurchase intention when consumers perceive mar- 
ket prices as relatively stable In addition to contributing to 
the literature on market signals by demonstrating the role 
of signal focus 1n postpurchase outcomes and providing a 
conceptual foundation for the construct 1n regulatory focus 
theory, we contribute to the literature on regret by showing 
that when a sense of trust violation follows an undesirable 
outcome, regret might persist even after the outcome has 
been reversed 

We organize the rest of the article as follows First, we 
develop a conceptual framework to address the question 
whether postrefund regret 1s likely to occur Second, we 
discuss the procedures and results of our four main studies 
Finally, we discuss our findings and the limitations of our 
research and offer directions for further research 


Refund and Regret 


A possible negative outcome of choosing to buy from a 
retailer 1s the postpurchase discovery that the same prod- 
uct 1s available for a lower price 1n the market, leading to 
feelings of regret Research on consumer choice of retailers 
indicates that consumers prefer retail offers with low-price 
guarantees to avoid this anticipated regret (McConnell et al 
2000) This 1s because the monetary refund associated with 
a guarantee reverses the negative postdecisional outcome 
of finding a lower price, 1t should reduce feelings of regret 
However, does a refund necessarily obviate felt regret? We 
posit that regret persists after a refund 1f consumers believe 
that their trust 1n the low-price signal has been violated 
Furthermore, how consumers view such signals determines 
whether a sense of trust violation results following postpur- 
chase discovery of lower prices 

Whether outcome reversal reduces felt regret 1s an under- 
researched issue and one that 1s not straightforward (Gilbert 
and Ebert 2002, Roese and Summerville 2002, Zeelenberg 
and Pieters 2007) For example, Tsiros and Mittal (2000) 
find greater felt regret when decision makers act with the 
knowledge of a better forgone alternative than when they 
lack that knowledge, even when outcomes are reversible 
Moreover, a pilot study we conducted indicates that postre- 
fund choice regret (1e, regret for having chosen to buy 
from the focal retailer) and search regret (1e , regret for not 
searching more before purchase) are not significantly lower 
and repurchase intention 1s not significantly higher than 
prerefund levels (choice regret Morerefuna 75 16, Moostrefund = 
452, ty = 158, p> 12, search regret Mya = 5 48, 
Moostrefund = 9 04, t49 = 1 10, p > 28, repurchase intention 
Mena -3 73, Moostrefund -423 , Lao zl 48, p> 14) We 
posit that 1f consumers view price refund promises primar- 
ily as devices to protect them from market price fluctua- 
tions, a refund should lower regret However, 1f consumers 
primarily view them as sources of information about the 
retailers’ price status, a refund does not obviate regret 
Next, we provide our rationale for this expectation 


The Role of Signal Focus and Trust 


Consumer research literature conceptualizes low-price 
guarantees as marketplace signals According to signaling 
theory, a seller's signal informs buyers about some attribute 
the seller possesses (eg, Kirmam and Rao 2000) If buy- 
ers do not have this information, they might perceive the 


exchange as too risky and thus avoid it (Grewal, Gotlieb, 
and Marmorstein 1994, Shimp and Bearden 1982) In this 
sense, the primary job of a low-price guarantee 1s to inform 
consumers that the retailer’s prices are close to the lower 
end of the market spread of prices for a product category 
(eg, Biswas, Dutta, and Pullig 2006, Biswas et al 2002, 
Srivastava and Lune 2001) 

A signal is typically associated with a promise to rec- 
ompense the receiver if the information it conveys turns 
out to be erroneous For example, the refund clause asso- 
ciated with a low-price guarantee promises to compensate 
the buyer if the offer price 1s not the lowest 1n the mar- 
ket This self-imposed penalty lends credibility to the infor- 
mation conveyed by the signal, with the reasoning that 1t 
is in the seller’s best interest to provide true information 
to avoid the penalty (eg, Boulding and Kırmanı 1993, 
Wernerfelt 1988) Thus, according to signaling theory, a 
signal’s primary purpose 1s to inform, and the penalty asso- 
ciated with the signal makes that information credible In 
the case of a low-price guarantee, consumers infer that a 
retailer promising to refund money must be confident of 1ts 
low prices because ıt does not make good business sense 
to offer refunds otherwise (e g , Jain and Srivastava 2000, 
Srivastava and Lurie 2001) 

A price guarantee favorably affects buyers’ overall per- 
ceptions of the retailer’s prices, the offer value, and pur- 
chase intention (eg, Biswas et al 2002, Kukar-Kinney 
and Walters 2003, Srivastava and Lurie 2001), presumably 
because the guarantee indicates that the retailer has low 
prices However, researchers have recently posited that con- 
sumers vary ın terms of how they view low-price signals 
and their primary reason for being attracted to them (Dutta, 
Biswas, and Grewal 2007) A price guarantee attracts con- 
sumers with an information focus mainly because it 1ndi- 
cates that the signaling retailer is low priced In contrast, 
consumers with a protection focus prefer the guarantee 
because ıt promises to protect them from fluctuating mar- 
ket prices Although both foci might operate in a consumer, 
outcomes reflect the more dominant focus Thus, when 
consumers discover lower market prices after purchasing a 
product from a refund-promusıng retailer, they think more 
(less) unfavorably of the retailer if their information (pro- 
tection) focus 1s dominant 

We posit that postrefund regret persists ın 1nformation- 
focused consumers because of a perception of trust vio- 
lation In contrast, protection-focused consumers do not 
perceive trust violation and thus feel little regret Trust 
helps firms develop strong relationships with customers 
(eg, Chaudhury and Holbrook 2001, Garbarino and 
Johnson 1999), especially in a signaling context, because 
the signal 1s a source of information (Boulding and Kirmani 
1993) To infer information about low prices from a price 
guarantee reliably, a consumer must trust the retailer 
Information-focused consumers, who strongly value and act 
on a signal’s information, likely trust the retailer to pro- 
vide accurate information, and postpurchase discovery of a 
lower price constitutes a violation of this trust On the basis 
of prior findings (e g , Lewicki and Bunker 1996, Morrison 
and Robinson 1997, Robinson 1996), Schoorman, Mayer, 
and Davis (2007, p 349) conclude that “violation of trust 
is likely to be an emotional event for the trustor” The sense 
of trust violation that follows postpurchase discovery of a 
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lower price among information-focused consumers might 
lead to regret, with the likely reasoning that “If I had not 
chosen this retailer or had searched more, my trust would 
not have been violated” Thus, a refund reverses the out- 
come 1n terms of the final price paid, but an 1nformation- 
focused consumer experiences regret because of a violation 
of the very basis on which he or she trusted the signal (1e, 
the retailer's promised low priced status) This would seem 
to explain the high levels of pre- and postrefund regret we 
observed in the pilot study Protection-focused consumers 
are primarily attracted by the signal’s promise of a refund, 
and perception of trust violation 1s not likely Therefore, 
these consumers should feel little regret following postpur- 
chase discovery of lower market prices Stated formally, 


H, Consumers with relatively greater information focus ver- 
sus protection focus experience (a) higher choice regret, 
(b) higher search regret, and (c) lower repurchase 
intention 


In Study 1, we examine the effects of signal focus on 
choice and search regret In addition, we attempt to replı- 
cate the prior finding that the postrefund repurchase inten- 
tion of information-focused consumers 1s lower than that of 
protection-focused consumers (Dutta, Biswas, and Grewal 
2007) Finally, by measuring respondents’ signal focus and 
categorizing them as predominantly information or protec- 
tion focused according to that measurement, we examine 
the untested assumption that signal focus can be a chronic 
trait (Dutta, Biswas, and Grewal 2007), an issue of theoret- 
ical and practical importance 


Study 1 


Design and Procedure 


Eighty-four undergraduate students (51 2% women) from a 
large midwestern US university participated in this two- 
part study In the first part, participants received a brief 
description of three pricing practices, including low-price 
guarantees, and responded to some questions on about these 
tactics We wrote the price guarantee description carefully 
to avoid sensitizing participants to 1ts informational versus 
protective role Then, participants responded to a six-item 
scale with three 1tems for each type of signal focus (Dutta, 
Biswas, and Grewal 2007, for the items, see the Appendix) 
Half the participants saw the 1nformation-focus items first 

We conducted the second part of the study after two 
days Participants imagined that they were considering the 
purchase of a digital camera and had come across a local 
retailer's advertisement for a model priced at $279 99 The 
advertisement stated a low-price guarantee with the slogan 
“Nobody Beats Our Prıces—Guaranteed!” ın bold at the 
top of the page At the bottom of the page, a text descrip- 
tion outlined the refund conditions, the retailer promised 
to refund 120% of any price difference within 30 days of 
purchase The body of the advertisement contained ınfor- 
mation about the camera's attributes and price 

After studying the advertisement, participants read a sce- 
nano asking them to imagine that they purchased the cam- 
era from the retailer after some searching Two days after 
purchase, they heard from a friend that a different store sold 
the same camera for $64 less, and when they approached 
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the focal retailer for a refund, they received ıt as promised 
After reading the scenario, participants responded to a two- 
item scale for choice regret, a one-item measure of search 
regret, and a three-item scale for repurchase intention and 
then answered some demographic questions 


Results 


We categorized participants as predominantly information 
or protection focused by their scores on the respective 
scales Participants with higher scores on the summated 
information-focus scale belonged to the 1nformation-focus 
(IF) group, those with higher scores on the summated 
protection-focus scale belonged to the protection-focus 
(PF) group This procedure 1s consistent with those used 
1n the regulatory focus literature, 1n which researchers have 
used the difference of scores on the two foci measures to 
categorize respondents into two groups to compare means 
(e g , Cesario, Grant, and Higgins 2004, Louro, Pieters, and 
Zeelenberg 2005) or to use the difference scores as continu- 
ous measures 1n regression analyses (e g , Leone, Perugini, 
and Bagozzı 2005, Molden et al 2009) 

A principal components analysis with Varimax rotation 
revealed a two-factor solution, 1n which 1nformation-focus 
items loaded on one factor (loadings from 78 to 83) and 
protection-focus 1tems loaded on the other (from 78 to 85) 
The scale reliabilities were adequate (or, = 73, Qprotection = 
75, Ochoice = 95, Arepurehase > 96) The order of presentation 
of the scales had no effect on the scores Information focus 
for the IF group was higher than that for the PF group 
(Mir info focus — 5 44, Mpr info focus “ 4 28, İz, =4 94, p< 001), 
and protection focus of the PF group was higher than that 
for the IF group (Mer prot focus =5 77, Mir prot focus =3 96, taz T. 
6 96, p< 001) Within the IF group, information focus was 
higher (Mış, = 5 44, My, = 3 96, t4; — 7 64, p< 001), and 
within the PF group, protection focus was higher (Mpg = 
5 77, Ming = 4 28, tıs = 8 99, p< 001) Thus, the partici- 
pants were categorized appropriately 

H, predicts outcomes according to respondents' dom- 
inant signal focus The results of a multivariate analysis 
of variance (MANOVA) indicate a significant multivariate 
effect of signal focus (Wilks’ A — 52, F= 24 83, p< 001) 
Consistent with H,, the IF group exhibited higher choice 
regret (My; = 4 42, Mp; = 216, t; — 6 72, p< 001) and 
search regret (My = 5 03, Mpp = 3 46, tg, =3 74, p< 001) 
than the PF group It also had lower repurchase intention 
(Miz = 3 33, Mpp = 5 70, tj; = 8 16, p< 001) We obtained 
similar results when we regressed each dependent variable 
on the difference score (choice regret R? = 41, F = 57 23, 
p< 001, B= 64, search regret R? 15, F=14 07, p< 001, 
B= 38, repurchase intention R? — 40, F=53 57, p< 001, 
B--63)' 


'We retested H, with a median split of the respondents into 
two groups, high (low) information focus and low (high) protec- 
tion focus As we expected, the high-information-focus respon- 
dents had higher choice regret (M = 5 25, t, = 6 11, p< 001) 
and search regret (M =5 25, tiş =2 31, p< 03) and lower repur- 
chase intention (M = 2 97, t4, = 5 62, p< 001) than the high- 
protection-focus respondents (Mohoice-regret = 2 42, Moearch regret = 
3 94, Mi, purchase intention — 5 44) 


Discussion 


The results of Study 1 confirm our expectation that even 
after receiving a refund, information-focused consumers 
experienced higher levels of regret and lower repurchase 
intention than protection-focused consumers These effects 
are of practical importance because they indicate a signif- 
icant problem for retailers They also lead to an important 
conceptual question Why would postrefund regret persist 
ın mformation-focused consumers? İn other words, what 
theoretical mechanism drives this effect? Study 2 inves- 
tigates whether framing of a price guarantee moderates 
the effects observed in Study 1 Incorporating framing 
into our design helps explain the theoretical mechanism 
behind the observed effects and also provides some guid- 
ance to retailers 


Low-Price-Guarantee Framing 


Study 1 indicates that retailers, even low-priced ones, 
are vulnerable to market price fluctuations because issu- 
ing a refund might not help them retain all their cus- 
tomers The turbulence that characterizes today’s markets 
makes price fluctuations realistic, and even a well-intended 
low-price guarantee might not fully protect the retailer 
What can retailers do to protect themselves from such 
negative effects? We posit that the framing of a refund 
guarantee influences whether postrefund regret persists in 
information-focused consumers We argue that the percep- 
tion of trust violation that follows postpurchase discovery 
of lower prices leads these consumers to experience feel- 
ings of regret Therefore, framing that makes trust less of 
an issue ın the attractiveness of the signal should obviate 
the regret that 1nformation-focused consumers feel Study 2 
tests this prediction 

Low-price guarantees vary in their framing and struc- 
ture (Arbatskaya, Hviid, and Shaffer 2004) The framing 
we used ın Study 1 1s common ın the marketplace In this 
framing, the retailer explicitly promises a low price, with 
a statement such as “Nobody beats our prices" or “We 
offer the lowest prices on our products," and adds a refund 
clause to the statement Thus, this type of framing makes 
it explicit that the retailer ıs low priced In an alternative 
structure, a retailer might promise a refund without explic- 
itly claiming low-price status (e g , The Great Indoors, as 
seen in their stores) We refer to this as an implicit guaran- 
tee, in which any hint about the retailer's low-priced status 
ıs implicit ın the promise of a refund, as inferred by con- 
sumers In yet another structure, the retailer might state a 
disclaimer that ıt does not claim to be charging the low- 
est prices but will refund money to consumers 1f they find 
lower market prices We refer to this as a disclaimer-based 
guarantee We choose a disclaimer-based framing for both 
theoretical and practical considerations As we elaborate 
subsequently, we expect that a dısclarmer-based framing 
makes information-related trust less of an issue 1n evaluat- 
ing the signal Consequently, we expect any sense of trust 
violation, and thus felt regret, to be much lower for this 
framing, compared with explicit or ımplıcıt framing Thus, 
a disclaimer-based framing helps researchers better under- 
stand and assess the role of trust violation in felt regret 
From a practical standpoint, if disclaimer-based framing 
has the expected outcome, retailers can potentially use it as 


a protection against probable backlash following postpur- 
chase discovery of lower prices 

We posit that for explicit and implicit guarantees, percep- 
tion of trust violation mediates the effect of signal focus on 
regret and repurchase intention Both explicit and implicit 
guarantees highlight, to varying degrees, the informational 
role of the signal Therefore, they should reinforce con- 
sumers’ information focus, especially when such focus 1s 
dominant These consumers place a great deal of trust 
in the explicit or implicit information about the retailer's 
low-priced status Consequently, when they discover lower 
prices after purchase, they feel a sense of trust violation, 
leading to high levels of regret and low levels of repur- 
chase intention that persist even after the refund In con- 
trast, protection-focused consumers’ trust 1n an explicit or 
implicit guarantee 1s not violated as long as they receive 
the refund, and thus they have minimal, 1f any, regret and 
high repurchase intention 

In contrast, for a disclaimer-based guarantee, consumers’ 
information focus loses its relevance as a decisional factor 
1n retailer choice and the guarantee’s attractiveness 1s exclu- 
sive to its protective function Thus, a disclaimer makes 
consumers’ information focus, especially when ıt 1s dom- 
inant, somewhat irrelevant to assessing the signal This 
has two important consequences First, even information- 
focused consumers largely view a disclaimer-based guaran- 
tee as a protective tool * Second, the disclaimer essentially 
makes information-related trust less of an issue 1n evalu- 
ating the guarantee, thereby preventing any sense of post- 
purchase trust violation and, thus, regret Consequently, for 
information-focused consumers, a disclaumer-based guaran- 
tee should lead to lower levels of regret and higher levels 
of repurchase intention than an explicit or implicit guaran- 
tee For protection-focused consumers, a disclaimer-based 
guarantee should not have a different effect on regret and 
repurchase intention than an explicit or implicit guarantee 
Thus, we expect an interaction effect between signal focus 
and signal framing Stated formally, 


H, Signal focus and signal framing interact with respect to 
postrefund regret and repurchase intention When the con- 
sumer’s information focus 1s relatively greater, a guaran- 
tee with a disclaimer leads to lower choice regret, lower 
search regret, and higher repurchase intention than an 
explicit or implicit guarantee This effect 1s absent when 
the consumer’s protection focus 1s relatively greater 


We do not expect consumers’ general signal focus to change 
after they are exposed to a specific guarantee framing, but a spe- 
cific framing (e g , with or without a disclaimer) might make con- 
sumers view the specific retailer as primarily motivated by an 
intention to protect (retailer-specific protection focus) or inform 
(retailer-specific information focus) When even information- 
focused consumers view a guarantee with a disclaimer, they might 
infer a largely protective motive and respond accordingly Thus, 
we expect consumers’ cognition to be adapted to the specific retail 
offer, 1n line with Schwarz’s (2006) situated cognition perspec- 
tive We elaborate on this perspective in the “Discussion” section 
and provide support for this reasoning 1n our empirical studies 
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Study 2 
Design and Procedure 


We conducted a 2 (signal focus information, protec- 
tion) x 3 (signal framing explicit, implicit, disclaimer) 
between-subjects experiment with 167 undergraduate stu- 
dents (42 5% women) from the business school of a large 
midwestern US university We manipulated signal focus 
in the first part of the study and signal framing 1n the sec- 
ond part The two parts were ostensibly separated insofar 
as we referred to them as separate studies conducted by 
different researchers and administered them approximately 
two hours apart 

In the first part of the study, participants read a fictitious 
article from Consumer Reports about retail pricing prac- 
tices and were told that they would be asked about their 
opinion on these practices The article described two prac- 
tices, reference pricing and odd pricing, each ın approx- 
imately 100 words and the third, a low-price guarantee, 
in 141 words In the information-focus condition, the low- 
price guarantee description highlighted that retailers pri- 
marily offered such guarantees to inform consumers about 
their low-price status and that Consumer Reports had found 
that most consumers interpreted the guarantee 1n that man- 
ner In the protection-focus condition, the description high- 
lighted that retailers primarily offered such guarantees to 
protect consumers from market price fluctuations and that 
Consumer Reports had found that most consumers 1nter- 
preted the guarantee 1n that manner The article was 1denti- 
cal 1n length across the two focus conditions (for the focus 
manipulation, see the Appendix) After reading the article, 
participants responded to some general questions about ref- 
erence and odd pricing and then completed the sıx-ıtem 
signal focus scale from Study 1 Finally, participants pro- 
vided some demographic information 

The second part of the study was similar to Study 1 
Participants 1magined that they were 1n the market for four 
all-season tires and, 1n their search, had come across a local 
retailer’s advertisement The fictitious retailer’s name (ABC 
Auto-Mart) appeared in large, bold font at the top, and 
the body of the advertisement had a picture of Zeon tires 
with information on product attributes and price ($319 99 
for four tires, close to the midpoint of the price range for 
these tires 1n the local market) The framing manipula- 
tion appeared toward the bottom of the advertisement In 
the explicit condition, the guarantee statement “We guar- 
antee that we offer the lowest prices on all our prod- 
ucts” appeared, followed by the refund promise “If within 
30 days of purchasing the [brand and model name] from 
us, you find another local store selling this model at a 
lower price, we will refund 120% of the price difference” 
The refund statement was the same across all conditions, 
but the guarantee statement, which 1s popular 1n the local 
market and online, 1s a variant of the one we used in 
Study 1 We selected 1t to be more inclusive in our cov- 
erage of the statements 1n the market The implicit fram- 
ing contained all the elements of the explicit guarantee 
except for the guarantee statement, which was absent In 
the disclaimer-based framing, we replaced the guarantee 
statement with ^We do not claim that we offer the lowest 
prices on our products However,  " followed by the 
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common refund statement stated previously A pretest ındı- 
cated that this framing was perceived to be as realistic as 
the other two types of framing 

After studying the advertisement, participants read a sce- 
nario about their purchase, their discovery of a lower price 
in the market (lower by $64), and receipt of the promised 
refund from the retailer Next, they responded to a ques- 
tionnaire that contained several scales, including those for 
the dependent variables (choice regret, search regret, and 
repurchase intention) and scales to measure their focus 
related to the retailer’s specific low-price guarantee (see 
the Appendix) We wanted to determine if they prumar- 
ily regarded the retailer's promise as a means to inform 
or protect These measures were modified versions of our 
general focus scales and enabled us to test our reasoning 
that different signal framing differentially stimulates con- 
sumers' signal focus Participants also responded to a scale 
to assess their perceptions of trust violation. Finally, they 
answered a manipulation check question and some demo- 
graphic questions 


Results 


Preliminary analyses Six respondents failed the manipu- 
lation check question and were excluded from further anal- 
yses, resulting 1n 78 respondents 1n the 1nformation-focus 
condition and 83 in the protection-focus condition The 
scale reliabilities (Cronbach”s œ) were as follows 1nfor- 
mation focus = 75, protection focus = 87, choice regret = 
93, repurchase intention = 97, retailer-specific 1nforma- 
tion focus — 84, retailer-specific protection focus — 90, and 
trust violation = 95 A principal components analysis of 
the signal focus items resulted ın a two-factor Varimax 
rotated solution (cumulative variance explained = 74%), 
with loadings from 73 to 88 for information focus and 
from 88 to 90 for protection focus Thus, signal focus was 
manipulated and measured satisfactorily 

The IF group had a higher information focus (M = 
4 89) than protection focus (M =3 99, tiş =3 83, p< 001) 
In addition, the PF group had a higher protection focus 
(M = 5 23) than information focus (M = 4 19, ty, = 5 22, 
p< 001) The IF group also had higher 1nformation focus 
(M = 4 89) and lower protection focus (M = 3 99) than the 
PF group (M=419 and 523, respectively, tıs, = 3 17, 
p< 002, and tiso € 5 6, p< 001, respectively) 


Main analyses As we expected, choice regret was posi- 
tively correlated with search regret, and the two regret mea- 
sures were negatively correlated with repurchase intention 
(magmitudes of correlation coefficients range between 47 
and 67, all ps< 001) The results of a MANOVA indicated 
a significant interaction effect (Wilks’ A = 89, F = 3 22, 
p< 01) Similarly, the univariate interaction effect between 
signal focus and signal framing was significant for choice 
regret (F, 155 = 8 58, p< 001), search regret (E; iş, = 3 81, 
p< 02), and repurchase intention (E; iş, — 4 41, p< 01), in 
support of H, Figure 1 graphically displays the means 

We conducted planned comparisons to investigate the 
pattern of interaction Framing influenced choice regret 
(Faz = 1494, p< 001), search regret (F 7 = 8 82, 
p< 001), and repurchase intention (E; 76 — 7 75, p < 001) 
in the information-focus condition Choice regret was 
greater for explicit framing (M — 4 82) than implicit fram- 
ing (M =3 81, t} 2 2 00, p< 05), but neither search regret 
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nor repurchase intention differed across explicit (Mgearch = 
4 72, M,epurchase = 3 55) and implicit framing (M,earcn = 4 69, 
tz = 05, p» 96, Mrepurchase = 3 92, tz 82, p> 42) As we 
expected, choice and search regret for explicit framing were 
greater and repurchase intention were lower than 1n the dis- 
claimer condition (Mcclaimer-choice = 2 14, t7g=5 39, p< 001, 
M disclaimer- search =2 82, bg =3 62, P < 001 , Maze parda m 
5 23, t =3 72, p< 001) Finally, choice and search regret 
for implicit framing were higher and repurchase intention 
was lower than ın the disclaimer condition (ty = 3 39, p< 
001, ty, -3 60, p< 001, t,,=2 91, p< 01, respectively) In 
contrast, 1n the protection-focus condition, price guarantee 
framing had no effect on choice regret (E; = 98, p> 38), 
search regret (F, 7) = 1 93, p> 15), or repurchase intention 
(E, 5, € 01, p» 99) Thus, the findings support H, 


Additional analyses We conducted additional analyses 
to replicate Study 1 findings and test our key theoretical 
assumptions As in Study 1, the main effects of signal focus 
on all the dependent vanables were significant Specifically, 
choice and search regret were higher and repurchase ınten- 
tion was lower for explicit framing in the information-focus 
condition (Mace =4 82, M arch -4 72, M purchase =3 55) 
than ın the protection-focus condition (Ma, = 2 31, t5; = 
5 92, p< 001, Mecarch 73 28, t5; 22 81, p< 01, M epurchase = 
482, ts. 2287, p< 01) Similarly, for implicit framing, 
choice regret was higher and repurchase intention was 
lower ın the information-focus condition (Moporce-info = 3 81, 
M choice-prot =2 72, Lag =2 20, P < 03, M a secin —3 92, 

repurchase-prot = 4 81, tyg = 2 05, p< 05) However, search 
regret did not differ across the signal-focus conditions for 
the implicit framing (Maio = 4 69, Msearch-prot = 4 40, 
tj = 54, p> 59) For the disclaimer-based guarantee, sig- 
nal focus had no effect on choice regret (Mnf = 2 14, 
M = 2 20, t,, — 13, p> 90), search regret (Mir, = 

» Mprotecton = 3 54, t4 = 117, p> 25), or repurchase 
intention (Ma, = 5 23, Morotection 74 76, t4, = 1 06, p» 30) 
These results 1ndicate the active role of 1nformation focus 1n 
determining postrefund outcomes for explicit and implicit 
signal framing 

We assumed that for explicit and implicit. framing, 
information-focused consumers would have a stronger 
perception of trust violation than protection-focused con- 
sumers Perceived trust violation was greater for 1nforma- 
tion focus (M = 4 87) than for protection focus (M — 2 74, 
t = 4 79, p< 001) The effect for implicit framing was 
marginally significant (Mintormanon = 3 79, Morotection = 2 85, 
t = 19, p< 06) Perception of trust violation did not 
differ across focus for the disclammer-based guarantee 
(M, rormation -2 64, Morotection = 2 23, t54 =1 10, p> 28) 
Furthermore, trust violation mediated the effect of focus 
on choice and search regret First, focus had a main 
effect on choice and search regret Second, trust violation 
influenced choice regret (R? = 47, F = 138 57, p< 001, 
B = 68) and search regret (R? = 19, F — 36 25, p< 001, 
B= 43) Third, focus had a main effect on trust violation 
(M information =3 73, M ölesi =2 60, (isə =4 15, P < 001) 
Finally, analyses of covariance revealed that the effect of 
focus on regret became statistically nonsignificant when 
we included trust violation as a covariate (choice regret 
F; isa =2 83, p> 09, search regret F; iş = 71, p> 40) 

We also tested our assumption regarding the effect 
of framing on perceptions of trust violation As we 


protection 
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expected, framing influenced perceived trust violation in 
the ınformatıon-focus condition (F, 7 = 12 31, p< 001) 
but not ın the protection-focus condition (E, 75 = 1 20, p> 
31) In the information-focus condition, both explicit and 
implicit framing led to higher levels of perceived trust vio- 
lations than the disclaimer-based guarantee (Mexpnon > 4 87, 
M asctarmer m 204, be = 4 95, p< 001, Minpticst =379, big = 
259, p< 001) 

Finally, we assumed that for information-focused respon- 
dents, a disclaumer-based guarantee would reduce their 
information focus toward the focal retailer Consistent 
with this assumption, we found that 1n the information- 
focus condition, framing influenced the retailer-specific 
information focus (F,7, = 9 83, p < 001) and retailer- 
specific protection focus (F, 74 — 423, p< 02) Specifi- 
cally, retailer-specific information focus was greater for 
the explicit (M = 4 48) and implicit (M = 4 73) guarantees 
than for the disclaimer-based guarantee (M = 3 29, t = 
3 38, p< 001, t =4 13, p< 001, respectively) Retailer- 
specific protection focus was greater for the guarantee with 
a disclaimer (M = 5 48) than for the explicit guarantee 
(M = 4 37, t = 2 65, p< 01) or implicit guarantee (M = 
4 53, t, 231, p< 02) Therefore, for respondents in the 
information-focus condition, the disclaimer-based guaran- 
tee reduced their information focus and heightened their 
protection focus with respect to the focal retailer’s promise, 
compared with the explicit and implicit guarantees 


Discussion 


Study 2 results confirm that postrefund regret persists 1n 
information-focused consumers because of a sense of trust 
violation A disclaimer-based framing can mutigate this 
effect by making trust less of an issue ın the evaluation 
of the signal However, neither prior research nor our find- 
ings shed any light on the conceptual foundation of signal 
focus Where does signal focus come from? We conducted 
Studies 3a and 3b to test our proposition that signal focus 
is grounded in people's regulatory focus (Higgins 1997) 
and to replicate the core findings of Study 2 by manipulat- 
ing respondents’ regulatory focus, respectively These stud- 
1es enable us to extend prior work on signal focus (Dutta, 
Biswas, and Grewal 2007) by providing a conceptual foun- 
dation for the construct 


Motivational Bases of Signal Focus 


Regulatory focus theory can explain the motivational bases 
of signal foci This theory posits that people's regula- 
tory foci help them self-regulate their pursuit of behav- 
ioral goals by serving as motivational states that affect 
their feelings, thoughts, and actions (eg, Higgins 1997, 
1999, 2002) Thus, people might have a promotion focus, 
whereby they pursue a goal by approaching desired states, 
or they might have a prevention focus, whereby they seek to 
avoid undesired end states Regulatory foci can be chronic 
to people while also being responsive to situational primes 
(eg, Grewal et al 2010, Shah and Higgins 1997) Par- 
ticularly relevant to the present context 1s the proposition 
that regulatory focus can influence people's information 
processing (Aaker and Lee 2001, Florack, Scarabis, and 
Gosejohann 2005, Friedman and Forster 2001, Pham and 
Higgins 2005) For example, previous research has shown 
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that regulatory focus affects consumers' sensitivity to an 
advertiser’s manipulative intent, as inferred from cues ın 
the advertisement (Kirmam and Zhu 2007) We posit that 
consumers’ regulatory foci affect their processing of price 
guarantees such that dominance of promotion (prevention) 
focus leads to dominance of information (protection) focus 

This expectation 1s consistent with the propositions 
and findings related to regulatory focus theory People 
are expected to emphasize aspects of a message that 
align with their dominant motivational states Thus, peo- 
ple with a predominant promotion focus would empha- 
size different aspects of a message than those with a 
predominant prevention focus (Pham and Higgins 2005) 
Promotion focus makes people seek accomplishments by 
reaching a desired end state and leads to a preference for 
information that facilitates advancement toward that end 
state (Higgins 2002, Pham and Higgins 2005, Safer 1998) 
In the context of a low-price guarantee, the prospect of 
paying the lowest price likely represents a desired end 
state for promotion-focused consumers, leading them to 
emphasize that aspect of the signal Moreover, a promo- 
tion focus leads to a heightened sensitivity to gains (Pham 
and Higgins 2005, Shah, Higgins, and Fnedman 1998, 
Zhou and Pham 2004) The prospect of paying a lower 
price to the guarantee-1ssuing retailer compared with other 
retailers might seem like a gain to promotion-focused con- 
sumers, thereby attracting them to this aspect of the signal 
Therefore, a promotion focus should lead to an informa- 
tion focus 

In contrast, a prevention focus makes people avoid an 
undesired end state, leading to a preference for security and 
protection (Higgins 2002, Pham and Higgins 2005, Safer 
1998) Consequently, dominance of a prevention focus 
makes people sensitive to information related to risk or 
loss avoidance (Pham and Higgins 2005, Shah, Higgins, 
and Friedman 1998, Zhou and Pham 2004) Therefore, we 
expect people with a prevention focus to emphasize the 
refund statement because ıt ensures protection from pos- 
sible future losses due to lower market pnces Thus, a 
prevention focus 1s the motivational basis for a protec- 
tion focus Study 3a examines the predicted relationship 
between regulatory and signal focus 


Study 3a 


Design and Procedure 


Fifty-three students (453% women) from a large US 
university were told that they would participate in small 
studies being conducted by multiple researchers We 
manipulated regulatory focus as Lockwood, Jordan, and 
Kunda (2002) and Sengupta and Zhou (2007) do Par- 
ticipants reported on how they dealt with their academic 
goals In the promotion-focus condition, participants were 
asked to think of a course that they were taking in the 
current semester and list two positive academic outcomes 
that they would like to achieve in that course Next, they 
were asked to describe the strategies that they could adopt 
to successfully promote those outcomes Participants 1n the 
prevention-focus condition were asked to think of a course 
that they were taking 1n the current semester and list two 
negative academic outcomes that they would like to avoid 


ın that course Next, they were asked to describe the strate- 
gies that they could adopt to successfully prevent those 
outcomes 

Participants then proceeded to a “personality” study 1n 
which they selected three of six choices to indicate their 
primary strategies for being a good friend The first three 
of these choices aligned with promotion focus, and the rest 
aligned with prevention focus Previous research has used 
this approach to test different manipulations of regulatory 
focus (Higgins et al 1994, Sengupta and Zhou 2007, Zhou 
and Pham 2004) Finally, the respondents participated ın 
a “retailing” study in which they provided their opinions 
about low-price guarantees by responding to the six-item 
signal focus scale we used in Study 2 We expected partic- 
ipants ın the promotion-focus condition to be more ınfor- 
mation focused and those 1n the prevention-focus condition 
to be protection focused At the end, participants provided 
some demographic information 


Results 


In support of our regulatory focus manipulation, the 
promotion-focus condition revealed means of 1 96 for the 
promotion-related items and 1 04 for the prevention-related 
items on the “friendship strategy" choices (t = 5 51, p< 
001) In contrast, the prevention-focus condition revealed 
means of 2 08 for the prevention-related choices and 92 
for the promotion-related choices (t,, = 6 08, p< 001) 
The reliabilities (Cronbach’s a) for information-focus 
and protection-focus scales in the “retailing” study were 
72 and 86, respectively A principal components analy- 
sis of these scale items resulted ın a two-factor Varimax 
rotated solution (cumulative variance explained = 72 1%), 
with loadings from 81 to 89 for information focus and 
from 67 to 92 for protection focus As we expected, 1n the 
promotion-focus condition, information focus (M = 5 25) 
was greater than protection focus (M =3 69, t,,=7 09, p< 
001), 1n the prevention-focus condition, protection focus 
(M = 5 33) was greater than information focus (M = 3 47, 
ts = 4 80, p< 001) Participants ın the promotion-focus 
condition also had a greater information focus (M = 5 25) 
and a lower protection focus (M — 3 69) than tbose in 
the prevention-focus condition (M = 3 47 and 5 33, respec- 
tively, tsı, <6 90, p< 001, and t;; = 5 45, p< 001, respec- 
tively) These results show that regulatory focus serves as 
the motivational basis for signal focus Next, we replicate 
the core findings of Study 2 using this theoretical premise 


Study 3b 


Design and Procedure 


We conducted a 2 (regulatory focus promotion, pre- 
vention) x 2 (signal framing explicit, disclaimer) between- 
subjects experiment with 119 undergraduate students 
(43 7% women) from a large US university The study 
was conducted in two parts, and respondents were told 
that they were participating 1n two separate studies In the 
first part, we manipulated regulatory focus and 1ncluded the 
manipulation check measures from Study 3a The second 
part was conducted about 30 minutes later and was ıden- 
tical to that of Study 2, except for four differences First, 
we used only two signal-framing conditions (explicit and 


disclaimer) Second, we asked respondents to report their 
thoughts after reading the scenario describing postpurchase 
discovery of lower price followed by refund We wanted to 
determine whether these thoughts were consistent with an 
assumption we made in Study 2, namely, that a disclaimer 
suppresses negative thoughts ın information-focused con- 
sumers Third, we added one item to the choice regret scale 
and two items to the search regret scale to avoid concerns 
that our previous scales might be sparse Fourth, we mea- 
sured participants’ general signal focus in the second part 
of the study only, in addition to measuring respondents’ 
retailer-specific signal focus We did this to help reinforce 
the notion that the two parts of the study were indeed sep- 
arate Moreover, this helped us test our assumption that 
framing affects consumers’ retailer-specific focus but not 
their general focus 


Results 


Preliminary analyses We excluded five respondents 
from further analyses for failing the ad manipulation check, 
leaving 56 ın the promotion-focus condition and 58 ın the 
prevention-focus condition As in Study 3a, the regulatory 
focus manipulation was successful The scale reliabilities 
ranged from 77 to 96, and the factor solution for the signal 
focus scales was adequate Furthermore, regulatory focus 
affected signal focus as expected, and this effect did not dif- 
fer across the two types of framing Thus, respondents were 
predominantly information focused (protection focused) 1n 
the promotion (prevention) condition We discuss the rest 
of the results 1n terms of respondents’ signal focus 


Main analyses Our MANOVA indicated a significant 
interaction between signal focus and framing (Wilks? A = 
84, F=705, p< 001) In addition, in support of EL, 
the univariate interactions were significant (choice regret 
F; 119 = 13 80, p< 001, search regret F; 110 4 62, p< 03), 
and repurchase intention F; 119 = 17 59, p< 001) Figure 2 
displays the pattern of means 

As we expected, in the information-focus condition, 
choice and search regret were higher (Mexpcıt-chorce = 4 39, 
Maxpheit-search = 9 20), and repurchase intention was lower for 
explicit framing (Moxpncit-repurchase = 3 57) than for dısclarmer- 
based framing disclarmer-choice — 92, İş, =6 70, P < 001, 

disclaimer-search — 3 69, İş, -315 P < Ol, M aisciursiérsenirchüse EE 
5 24, tçi 2 4 89, p< 001) However, ın the protection-focus 
condition, framing had no effect on choice regret (t;s = 
1 00, p > 32), search regret (t, = 03, p> 98), or repur- 
chase intention (ts, = 1 07, p> 29) 

Two independent judges who were not aware of 
the hypotheses coded participants’ thoughts into five 
categories negative comments about the low-price guar- 
antee, negative comments about the store, positive com- 
ments about the store, positive comments about the low- 
price guarantee, and other comments İnterrater reliabil- 
ity (Perreault and Leigh 1989) was 92, and the raters 
resolved disagreements through discussion Overall, the 
thought data reflected our theoretical expectation Nega- 
tive comments about the low-price guarantee or the store 
stemmed largely from a sense of betrayal (e g , "ABC Auto 
mart did not have the lowest prices I would have bad 
feelings because I'd feel that ABC hed to me") However, 
positive comments largely reflected appreciation for earn- 
ing the promised refund (e g , “I am extremely pleased that 
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FIGURE 2 
Study 3b Pattern of Means 
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Automart honored their LPG and refunded me not only 
what the lower price was in another store but the extra 
20% also”) In addition, respondents seemed to appreciate 
the honesty reflected ın the disclaimer-based framing (e g, 
“ABC did as promised ABC did not hassle me ABC did 
not advertise that they had the lowest prices, but did offer 
to match or beat any competitor price") 

Overall, information-focused respondents had more neg- 
ative thoughts ın the explicit framing condition (M = 1 35) 
than ın the disclaimer condition (M = 19, təş = 4 45, p< 

001) In addition, these respondents had more positive 

thoughts 1n the disclaimer-based framing condition (M = 
146) than in the explicit framing condition (M = 74, 
ts; = 283, p < 01) However, framing had no effect on 
the negative thoughts of the protection-focused respondents 
(M. not = 21, Mac: T 23, [56 = 11, p^ 92) or on their 
positive thoughts (Mexpucı = 1 64, Maisciamer = 1 67, təş = 08, 
p> 94) Thus, the thought data support our assumptions 
about the effects of framing 


Additional analyses As we expected for the explicit 
framing, perceived trust violation was greater when infor- 
mation focus was dominant (M = 5 31) than when protec- 
tion focus was dominant (M = 2 50, tss = 7 54, p< 001) 
Perceptions of trust violation did not differ across sig- 
nal focus for the disclarmer-based guarantee (Minfornation = 
2 60, Myrotection = 2 31, ts4 = 67, p> 51) In addition, as ın 
Study 2, an analysis of covariance conducted after confirm- 
ing the prerequisite effects for mediation testing showed 
that trust violation mediated the effect of focus on choice 
and search regret (choice regret F, ış) = 81, p> 37, search 
regret F; yi = 1 49, p> 23) 

We assumed that for ınformatıon-focused respondents, 
a disclaimer-based guarantee would reduce (raise) their 
retailer-specific information (protection) focus but would 
not affect their general signal focus Consistent with 
this assumption, a retailer-specific information focus was 
greater for the explicit guarantee (M = 4 91) than for the 
disclaimer-based guarantee (M = 3 65, tə, — 3 46, p< 001) 
when information focus was dominant Furthermore, for 
this group, retailer-specific protection focus was higher 
for the disclarmer-based guarantee (M = 5 96) than for 
the explicit guarantee (M = 413, t,, = 495, p< 001) 
In addition, as we expected, framing had no effect on 
these respondents’ general information focus (M, = 
5 02, Madame: => 21, fə, = 64, p> 53) or protection focus 
(M, phot = 14, Masciamer —4 15 , ts4 > 02, p> 98) 

While the results of Studies 2 and 3b show that a 
disclaimer can have beneficial postpurchase effects, we 
attempted to identify a boundary condition for its effec- 
tiveness We posit that consumers’ perception of the 1nten- 
sity of market price fluctuation limits the effectiveness of 
a disclaimer and conduct an additional study to test this 
proposition 


Study 4: When Might Disclaimers 
Not Work? 


Consumers might not take a disclammer at face value 
when they have negatively valenced attributions about the 
retailer's motive in using the disclaimer In particular, a 
disclaimer might not be effective 1f consumers suspect 


opportunistic signaling following postpurchase discovery of 
lower prices Although not demonstrated, perceptions of 
opportunistic signaling have been believed to play a role in 
postpurchase outcomes (Dutta, Biswas, and Grewal 2007) 

We expect perceptions of market price fluctuation to 
limit a disclarmer's effectiveness by triggering suspicion 
of opportunistic signaling among information-focused con- 
sumers but not among protection-focused ones When 
information-focused consumers perceive market prices for 
a product to fluctuate little, finding a lower price after pur- 
chase might lead them to suspect that the retailer did not 
provide the disclaimer with the best of intentions This 1s 
because the lower price cannot be readily attributed to price 
fluctuation, indicating that the retatler never intended to 
offer a low price Thus, consumers might believe that the 
disclaimer 1s a ruse, the primary purposes of which are to 
attract them and create plausible deniability ın case they 
find lower prices Because these consumers care a great 
deal about the information 1n a signal, these thoughts might 
cause them to regret choosing a retailer who might have 
signaled irresponsibly When these consumers expect prices 
to fluctuate a great deal, they are less likely to suspect 
opportunistic use of the disclaimer because they can more 
plausibly attribute postpurchase discovery of lower prices 
to market price uncertainty Protection-focused consumers 
mainly care about monetary protection Given their lower 
sensitivity to the signal’s informational component, they are 
not swayed by conditions that might indicate opportunistic 
signaling to 1nformation-focused consumers Therefore, we 
expect an interaction effect between signal focus and per- 
ceived price fluctuation such that signal focus has no effect 
on choice regret, search regret, and repurchase intention 
when perceived price fluctuation 1s high However, when 
price fluctuation is low, information focus leads to higher 
regret and lower repurchase intention than protection focus 
We conducted a study to verify this expectation 


Study Description and Results 


Eighty participants took part ın a 2 (signal focus infor- 
mation, protection) x 2 (perceived price fluctuation low, 
high) between-subjects experiment that was conducted in 
two parts, similar to Study 2 In Part 1, we manipulated sig- 
nal focus as ın Study 2 (1e, through an article, ostensibly 
from Consumer Reports) Participants were provided with 
price fluctuation information on four products 1n another 
ostensible Consumer Reports article that intended to inform 
consumers about market prices The article stated that Con- 
sumer Reports had conducted a study ın which it rated 
the intensity of short-term market price fluctuation for four 
products with a three-point scale ranging from “fluctuate a 
little” to “fluctuate a lot” Prices of car tires, the product 
used 1n Part 2 of the study, were shown to fluctuate a little 
or a lot, depending on the manipulated condition Part 2 
of the study, conducted two days after the first part, was 
identical to that of Study 2, but only the disclaimer-based 
framing was used In addition to measuring the dependent 
variables, we assessed respondents’ perception of oppor- 
tunistic signaling with three items (see the Appendix) 

The manipulation of signal focus worked as intended, 
and all respondents passed the manipulation check on 
perceived price fluctuation In addition, all scale relia- 
bilities were above 81 As we expected, the interaction 


effect between signal focus and perceived price fluctua- 
tion was significant for choice regret (F, 7, = 950, p < 
01), search regret (F,,; = 4 42, p< 04), and repurchase 
intention (F; 76 — 5 60, p< 02) Signal focus had no effect 
on these vanables when perceived price fluctuation was 
high (all ps > 42) When fluctuation was low, informa- 
tion focus led to greater choice regret (M = 3 92), greater 
search regret (M — 4 83), and lower repurchase intention 
(M = 4 33) than protection focus (Ma. regret = 2 25, t37 = 
364, p< 001, M, regret = 3 04, t5; 2 401, p< 001, 
Meza: mtention — 5 39, İs? -2 86, p< 01) Furthermore, 
perceived signal opportunism did not vary across focus for 
high price fluctuation (My = 2 41, Mpp = 2 70, tiş = 57, p> 
57) However, information focus led to greater perceived 
signal opportunism (M = 4 60) than protection focus (M = 
2 61, ty, 24 11, p< 001) when perceived price fluctuation 
was low These results indicate that perceived intensity of 
price fluctuation can limit the postpurchase effectiveness of 
disclaimer-based framing In the next section, we discuss 
our findings across the four studies 


General Discussion 


Product and price signals from marketers have a significant 
impact on customer purchase and repurchase behaviors In 
this article, we examine whether monetary retail refunds 
associated with low-price signals help prevent consumers’ 
regret after they discover lower prices for purchased prod- 
ucts Our contribution 1s related to three major domains 
of research—regret, the role of signal focus and framing 
in postpurchase effects of low-price guarantees, and con- 
sumers” motivational foci We make a theoretical contribu- 
tion by demonstrating that the role of outcome reversibility 
in postdecisional regret 1s anything but intuitive (Tsiros and 
Mittal 2000) Price refunds associated with low-price guar- 
antees are meant to reverse a possible negative outcome of 
choosing to buy from a retailer—namely, discovering lower 
market prices after purchase According to prior research 
(eg, Estelamı, Grewal, and Roggeveen 2007, McConnell 
et al 2000), we would expect that honoring low-price guar- 
antees by issuing refunds would reduce postpurchase regret 
related to the choice of the retailer and regret for not search- 
ing enough for a lower price We draw on research on trust 
from the marketing and organizational behavior literature 
to argue and demonstrate that when regret ensues from a 
perception of trust violation, 1t might not be mitigated by 
outcome reversal We show that the extent of perceived 
trust violation depends on how consumers view a low-price 
signal and how the signal is framed Finally, we demon- 
strate that regulatory focus acts as the motivational basis 
for how consumers view such signals 


Contributions and Implications 


Our findings indicate that whether price refunds obviate 
regret after consumers find lower market prices for a pur- 
chased product depends on how the consumers view the 
refund promise Consumers who primarily regard such 
promises as signals designed to inform them about the 
retailer’s price status will experience greater regret due to 
perceived trust violation than those who primarily view the 
signals as protective devices Thus, our findings strengthen 
the claim that consumers’ dominant conceptualization of 
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price guarantees affects outcomes of their discovery of 
lower market prices after purchase (Dutta, Biswas, and 
Grewal 2007) 

We demonstrate that people’s regulatory focus, which 
can be chromic or situational (e g, Higgins 1997, 1999), 
serves as the motivational basis for their signal focus Thus, 
people with a predominant promotion (prevention) focus 
have a predominant information (protection) focus This 
provides a theoretical basis for our expectation and finding 
that, like regulatory focus, signal focus 1s a trait that also 
adapts to situations 

We show the importance of price guarantee framing 
in neutralizing probable negative postrefund outcomes 
for 1nformation-focused consumers In Studies 2 and 3b, 
information-focused consumers viewed a disclaimer-based 
guarantee 1n a more protective light, and this prevented any 
regret they otherwise would have experienced following 
their discovery of a lower price after purchase However, 
their general signal focus dominated outcomes when the 
guarantee explicitly or implicitly claimed a low-price sta- 
tus İt seems that depending on the situation, consumers 
determine, perhaps nonconsciously, whether their general 
signal focus 1s instrumental 1n evaluating a specific offer 
Subsequently, they may use this general focus to evaluate 
the offer (as for an explicit or implicit framing) or may 
not use it (as for a disclaimer-based framing) Moreover, if 
necessary, ınformatıon-focused consumers adapt their focus 
to the specific signal framing, as we found 1n case of the 
disclarmer-based guarantee ın which their retailer-specific 
signal focus was dominantly protection oriented However, 
this does not mean that consumers' general focus 1s not use- 
ful, only that 1t adapts to a specific situation. Thus, although 
consumers might adapt their focus to a specific framing on 
one occasion, they are expected to approach future retail 
offers with their usual general focus, unless the situation 
demands otherwise These expectations and effects are sup- 
ported by Schwarz's (2006) situated cognition perspective, 
in which human cognition 1s viewed to serve 1nstrumen- 
tal roles 1n facilitating people's interactions with the world 
and, thus, 1s highly adaptive to specific contexts 

Having demonstrated that a disclaimer-based framing 
might effectively prevent regret 1n 1nformation-focused con- 
sumers, we provide some evidence that a disclaimer's effi- 
cacy 1s subject to boundary conditions (Study 4) We find 
that when information-focused consumers discover lower 
prices after purchase and are also aware that market prices 
fluctuate little, they feel greater postrefund regret and lower 
repurchase intentions than protection-focused consumers 
Our results indicate that information-focused consumers 
attribute postpurchase lower price to market price fluctua- 
tion when its perceived intensity 1s high but attribute it to 
possible opportunistic use of the disclaimer when they per- 
ceive market prices as more stable In this context, oppor- 
tunistic use occurs when a retailer uses a disclaimer largely 
as a ruse to attract consumers, with little genuine concern 
for protecting them 

We make an important theoretical contribution by 
demonstrating the pivotal role of trust 1n shaping postpur- 
chase outcomes related to low-price signals Because trust 
is essential for favorable prepurchase consumer response 
to signals, we can expect that perception of a viola- 
tion of that trust would lead to undesirable consequences 
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Thus, ıf a signal 1s defaulted (1e, the information it pur- 
ported to convey turns out to be erroneous, Kirmani and 
Rao 2000), undesirable consequences might follow if con- 
sumers believe that their trust 1n the signal has been vio- 
lated For price guarantees, we demonstrate that perceptions 
of trust violation occur only for consumers who largely 
view those guarantees as sources of information about the 
retailer’s price status, not for those who primarily per- 
ceive them as protective tools Consequently, information- 
focused consumers, but not protection-focused ones, feel 
postrefund regret The exact nature of trust violation felt 
by information-focused consumers depends on how the sig- 
nal is framed For explicit and implicit framing, percep- 
tion of trust violation occurs because information-focused 
consumers strongly expect these signals to indicate low 
prices, and a postpurchase discovery of a lower price vio- 
lates that expectation Although a dısclarmer-based framing 
can potentially protect from trust violation 1n this sense, 
such framing can become questionable if its opportunistic 
use 1s suspected, as occurs when these consumers perceive 
market prices as stable To the extent that consumers expect 
honest use of a signal, opportunistic signaling constitutes 
violation of trust in a sense We note a subtle possibility 
in this regard Trust likely matters to protection-focused 
consumers as well, but for them, the trust 1s related to 
the promise of refund As long as the retailer fulfills that 
promise, a perception of trust violation 1s not likely The 
experimental scenarios we used described a smooth, hassle- 
free refund process We expect undesirable outcomes for 
even protection-focused consumers 1f their refund experi- 
ence 1s unpleasant 

Consumer trust 1s pivotal to retail success, and con- 
sumer mistrust can be deleterious to retailers (Goodstein 
1994) Importantly for managers, our findings indicate that 
retailers are not entirely protected, even when they issue 
refunds without procedural hassles Some consumers would 
experience regret even after receiving a refund, primarily 
because of a sense of trust violation We used a guarantee 
that promised to refund 120% of the price difference, the 
observed effects might be stronger for higher refund levels 
However, retailers can potentially circumvent these undesur- 
able postpurchase effects relatively inexpensively, by pro- 
viding a disclaimer along with the refund statement Such a 
disclaimer can help prevent regret, even among consumers 
who primarily view a price guarantee as a signal of the 
retailer’s low-price status This relatively inexpensive fix 
might offer truly low-priced retailers the protection they 
justifiably desire 

However, our advocacy for disclaimer-based framing has 
important caveats First, as we show ın our final study, 
postrefund outcomes can be negative for a disclaimer-based 
framing 1f 1nformation-focused consumers suspect that the 
framing was motivated by the retailer's 1ntention to attract 
consumers and not by an intention to protect them Sec- 
ond, given that 1nformation-focused consumers are primar- 
Jy attracted to low-price signals for their informational 
value, they might not be attracted to disclarmer-based sig- 
nals ın the first place If this occurs, a disclaimer-based 
framing might not be useful Although this 1s possible—and 
further research should investigate possible prepurchase 
effects of disclaamers—we note a potentially mitigating 
factor for a disclaimer’s undesirable prepurchase effect 


Consistent with Schwarz’s (2006) situated cognition per- 
spective, our results indicate that consumers adapt their 
signal focus to the specific framing ın question such that 
even information-focused consumers view a disclatmer- 
based guarantee 1n a protective light Although we cannot 
predict with much confidence, and further research needs to 
venfy thus, we speculate that this adaptation of focus might 
make the disclaimer-based guarantee attractive for these 
consumers This effect 1s especially likely when consumers 
have other reasons to like the retailer, when there 1s some 
purchase urgency, and so on If further research does find a 
disclaimer-based framing to make the signal less attractive 
for 1nformation-focused consumers, retailers face an inter- 
esting dilemma Should they offer an explicit or implicit 
guarantee, which can potentially backfire after purchase, or 
should they offer one with a disclaimer that can prevent 
such backlash while reducing prepurchase attractiveness of 
the signal” 

Finally, our findings present a conundrum We offer a 
potentially easy way for retailers to avoid postpurchase 
negative outcomes, which should benefit retailers that try 
to offer low prices and issue guarantees that are gen- 
uine in that sense However, high-priced retailers might 
unduly exploit disclaimers to their advantage Such retailers 
might attract consumers with a low-price guarantee, betting 
that most consumers will not look for lower prices The 
disclaimer protects the retailer from probable backlash if 
some consumers find lower prices Thus, high-priced retail- 
ers might abuse the dısclarmer-based solution we suggest 
Although value-conscious consumers express higher post- 
purchase search intentions 1n response to an offer associ- 
ated with a price guarantee (compared with an offer without 
such a guarantee), we do not know the degree to which such 
intentions convert to behavior (Dutta and Biswas 2005) 
Thus, a concern for abuse remains with the use of low-price 
guarantees 


Limitations and Further Research 


Although we investigated low-price signals only, these find- 
ings can potentially extend to any signal that can be inter- 
preted as an informational or a protective device (eg, 
satisfaction guarantees, warranties, flexible return policies, 
money-back guarantees) For such signals, we expect that 
knowledge of outcome reversibility or actual outcome 
reversal might not obviate the regret that information- 
focused consumers feel Furthermore, the framing and 
structure of such signals might be suitably molded to blunt 
the undesirable postpurchase consequences of information 
focus, particularly by taking trust out of the signal evalu- 
ative process, as we have suggested with disclaimer-based 
framing for low-price guarantees Thus, for information- 
focused consumers, the disclaimer essentially makes trust 
less of an issue 1n evaluating the guarantee, thereby pre- 
venting any sense of trust violation, and thus regret, fol- 
lowing postpurchase discovery of lower prices Further 
research should investigate whether these effects occur for 
other signals 

In our designs, we did not incorporate the magnitude of 
difference between the paid price and the later discovered 
lower price Is there a threshold for this difference below 
which regret does not occur? Does this threshold depend on 
the product's base price? Further research should investi- 
gate these issues In addition, we focused on a price-related 


signal, whereas various other kinds of signals, typically in 
the form of some sort of guarantee, abound 1n the mar- 
ketplace Does signal focus help determine postpurchase 
outcomes for those signals as well? If so, can they be mod- 
ified similarly to overcome the disparaging effects of 1nfor- 
mation focus? For example, does product failure following 
purchase under a strong warranty lead to regret, even after 
the warranty 1s redeemed? In addition, low-price guarantees 
have been investigated for their implications for consumer 
perceptions of fairness (Kukar-Kinney, Xıa, and Monroe 
2007), and this research can be extended to postpurchase 
refunds Might information-focused consumers who find 
lower prices after purchase think it 1s unfair for retailers to 
issue low-price guarantees? Finally, we have not identified 
a likely correlate of signal focus that marketers could use 
to segment consumers We believe this to be an 1mportant 
goal for further research 


Appendix 
Measures Used 


Unless stated otherwise, all scale 1tems are anchored by 
1 = "strongly disagree" and 7 = "strongly agree” 
General Information Focus (Studies I, 2, and 4) 


1 By giving a Low Price Guarantee, a retailer mainly 1nforms 
consumers that its prices are the lowest ın the market 


2 If a retailer 1s not extremely confident of informing con- 
sumers that ıt charges the lowest prices ın the market, ıt 
would not offer a Low Price Guarantee 


3 Tam prımarily attracted to a retailer that offers a Low Price 
Guarantee because I feel confident that the prices I would 
pay to this retailer are the lowest 1n the market 


General Protection Focus (Studies 1, 2, and 4) 


1 By giving a Low Price Guarantee, a retailer mainly promises 
that 1t will protect consumers from fluctuating market prices 
by paying them a refund if they found a lower price else- 
where 


2 AnLPG-offenng retailer may not necessarily have the low- 
est price 1n the market, but the retailer will protect con- 
sumers financially ıf they find a lower price 

3 Iam primarily attracted to a retailer that offers a Low Price 
Guarantee because I feel confident that 1n case I find lower 
prices 1n the market I will be financially protected by the 
refund 


Choice Regret (Pilot, Studies 1 and 2) 


1 You feel sorry for choosing to buy the (product name) from 
this retailer 
2 You regret choosing this retailer for your purchase 


3 You wish you had not chosen to buy the tires from ABC 
Auto-Mart (additional item ın Studies 3b and 4) 


Search Regret (Pilot, Studies I and 2) 


1 You regret for not looking around for a better price than 
this retailer 1n the first place 


2 You wish you had checked more stores for better prices for 
the tires before buying from ABC Auto-Mart (additional 
item in Studies 3b and 4) 

3 You feel sorry for not searching around more for a lower 


price for the tires before buying from ABC Auto-Mart 
(additional item 1n Studies 3b and 4) 
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Repurchase Intention (Pilot, Studies 1, 2, and 3b) 


1 If you need an electronic product ın the future, how likely 
are you to try this retailer? 

2 If you ever purchase a digital camera (tires) again, how 
likely are you to buy ıt from this retailer? 

3 How likely are you to revisit this retailer for your shopping 
needs? 


Retailer-Specific Information Focus (Studies 2 and 3b) 


1 By giving a price guarantee, ABC Auto-Mart mainly 
informs consumers that its prices are the lowest in the 
market 

2 If ABC Auto-Mart ıs not extremely confident of informing 
consumers that 1t charges the lowest prices 1n the market, it 
would not offer a price guarantee 

3 I would be primarily attracted to ABC Auto-Mart’s price 
guarantee because I feel confident that the prices I would 
pay to this retailer are the lowest 1n the market 


Retailer-Specific Protection Focus (Studies 2 and 3b) 


1 By giving a price guarantee, ABC Auto-Mart mainly 
promises that it will protect consumers from fluctuating 
market prices by paying them a refund if they found a lower 
price elsewhere 

2 ABC Auto-Mart may not necessanly have the lowest price 
ın the market, but the retailer will protect consumers finan- 
cially if they find a lower price 

3 I would be prımarıly attracted to ABC Auto-Mart’s price 
guarantee because I feel confident that 1n case I find a lower 
price ın the market I will be financially protected by the 
refund 


Trust Violation (Studies 2 and 3B) 


1 I felt that the trust I had placed on ABC Auto-Mart was 
violated 


2 Ifelt "let down" by ABC Auto-Mart 


3 Ifelt that ABC Auto-Mart took advantage of the trust I had 
placed in their price guarantee 


Opportunistic Signaling (Study 4) 


1 ABC Auto-Mart offers a disclaimer to attract consumers 
despite knowing that their prices are not the lowest 1n the 
market 

2 ABC Auto-Mart cares more about attracting people to its 
store than about providing the lowest market prices 

3 ABC Auto-Mart uses its disclaimer as a trick to attract peo- 
ple to the store 


Stimuli for Signal Focus Manipulation 
(Studies 2 and 4) 


Information focus Imagine that you have come across 
an MP3 player priced at $149 99 at a local Best Buy store 
Best Buy guarantees that 1f you find this same model for 
a lower price (say, $129 99, 1e , a price difference of $20) 
then Best Buy will refund you 110% of the difference, 
1e, $22 (1e, $20 + 1096 of $20) This practice 1s called 
Low Price Guarantee and its primary purpose 1s to inform 
consumers that of all the retailers carrying the product, the 
retailer offering the price guarantee 1s charging the lowest 
price At Consumer Reports we interviewed a large sample 
of consumers All of them said that whenever they see a 
price guarantee they infer that the retailer’s prices are the 
lowest m the market This inference makes them want to 
shop at the retailer who offers a Low Price Guarantee 

Protection focus Imagine that you have come across an 
MP3 player priced at $149 99 at a local Best Buy store 
Best Buy guarantees that if you find this same model for 
a lower price (say, $129 99, 1e , a price difference of $20) 
then Best Buy will refund you 110% of the difference, 
1e, $22 (1e, $20 + 10% of $20) This practice 1s called 
Low Price Guarantee and its primary purpose 1s to protect 
consumers from fluctuating market prices At Consumer 
Reports we interviewed a large sample of consumers All of 
them said that whenever they see a price guarantee they feel 
protected from fluctuation of prices m the market, knowing 
that even 1f they find a lower price later, they will not lose 
money This sense of protection makes them want to shop 
at the retailer who offers a Low Price Guarantee 
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